relevant to the tax treatment of the item were adequately disclosed on the return or on a
statement attached to the return.

Substantial valuation misstatement.—A penalty applies to the portion of an underpayment
that is attributable to a substantial valuation misstatement. Generally, a substantial valuation
misstatement exists if the value or adjusted basis of any property claimed on a return is 200
percent or more of the correct value or adjusted basis. The amount of the penalty for a
substantial valuation misstatement is 20 percent of the amount of the underpayment if the value
or adjusted basis claimed is 200 percent or more but less than 400 percent of the correct value or
adjusted basis. If the value or adjusted basis claimed is 400 percent or more of the correct value
or adjusted basis, then the overvaluation is a gross valuation misstatement.

Gross valuation misstatements.—The rate of the accuracy-related penalty is doubled (to 40
percent) in the case of gross valuation misstatements.

Fraud penalty

The fraud penalty is imposed at a rate of 75 percent of the portion of any underpayment
that is attributable to fraud. The accuracy-related penalty does not to apply to any portion of an
underpayment on which the fraud penalty is imposed.

Interest provisions

Taxpayers are required to pay interest to the IRS whenever there is an underpayment of
tax. An underpayment of tax exists whenever the correct amount of tax is not paid by the last
date prescribed for the payment of the tax. The last date prescribed for the payment of the
income tax is the original due date of the return.

Different interest rates are provided for the payment of interest depending upon the type
of taxpayer, whether the interest relates to an underpayment or overpayment, and the size of the
underpayment or overpayment. Interest on underpayments is compounded daily.

Offshore Voluntary Compliance Initiative

In January 2003, Treasury announced the Offshore Voluntary Compliance Initiative
(“OVCI”) to encourage the voluntary disclosure of previously unreported income placed by
taxpayers in offshore accounts and accessed through credit card or other financial arrangements.
A taxpayer had to comply with various requirements in order to participate in OVCI, including
sending a written request to participate in the program by April 15, 2003. This request had to
include information about the taxpayer, the taxpayer’s introduction to the credit card or other
financial arrangements and the names of parties that promoted the transaction. Taxpayers
eligible under OVCI will not be liable for civil fraud, the fraudulent failure to file penalty or the
civil information return penalties. The taxpayer will pay back taxes, interest and certain
accuracy-related and delinquency penalties.
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Voluntary disclosure initiative

A taxpayer's timely, voluntary disclosure of a substantial unreported tax liability has long
been an important factor in deciding whether the taxpayer's case should ultimately be referred for
criminal prosecution. The voluntary disclosure must be truthful, timely, and complete. The
taxpayer must show a willingness to cooperate (as well as actual cooperation) with the IRS in
determining the correct tax liability. The taxpayer must make good-faith arrangements with the
IRS to pay in full the tax, interest, and any penalties determined by the IRS to be applicable. A
voluntary disclosure does not guarantee immunity from prosecution. It creates no substantive or
procedural rights for taxpayers.

House Bill
No provision.

Senate Amendment

The Senate amendment would increase the total amount of civil penalties, interest and
fines applicable by a factor of two for taxpayers who would have been eligible to participate in
either the OVCI or the Treasury Department’s voluntary disclosure initiative, which applies to
the taxpayer by reason of the taxpayer’s underpayment of U.S. income tax liability through
certain financing arrangement, but did not participate in either program.

Effective date.—The Senate amendment generally is effective with respect to a taxpayer’s
open tax years on or after May §, 2000.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

4. Effectively connected income to include certain foreign source income (sec. 345 of the
Senate amendment and sec. 864 of the Code)

Present Law

Nonresident alien individuals and foreign corporations (collectively, foreign persons) are
subject to U.S. tax on income that is effectively connected with the conduct of a U.S. trade or
business; the U.S. tax on such income is calculated in the same manner and at the same
graduated rates as the tax on U.S. persons.”” Foreign persons also are subject to a 30-percent
gross-basis tax, collected by withholding, on certain U.S.-source income, such as interest,
dividends and other fixed or determinable annual or periodical (“FDAP”) income, that is not
effectively connected with a U.S. trade or business. This 30-percent withholding tax may be
reduced or eliminated pursuant to an applicable tax treaty. Foreign persons generally are not
subject to U.S. tax on foreign-source income that is not effectively connected with a U.S. trade or
business.

24 Sections 871(b) and 882.
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Detailed rules apply for purposes of determining whether income is treated as effectively
connected with a U.S. trade or business (so-called “U.S -effectively connected income™).”* The
rules differ depending on whether the income at issue is U.S-source or foreign-source income.
Under these rules, U.S.-source FDAP income, such as U.S.-source interest and dividends, and
U.S.-source capital gains are treated as U.S.-effectively connected income if such income is
derived from assets used in or held for use in the active conduct of a U.S. trade or business, or
from business activities conducted in the United States. All other types of U.S.-source income
are treated as U.S.-effectively connected income (sometimes referred to as the “force of
attraction rule”).

In general, foreign-source income is not treated as U.S.-effectively connected income.**
However, foreign-source income, gain, deduction, or loss generally is considered to be
effectively connected with a U.S. business only if the person has an office or other fixed place of
business within the United States to which such income, gain, deduction, or loss is attributable
and such income falls into one of three categories described below?’ For these purposes,
income generally is not considered attributable to an office or other fixed place of business
within the United States unless such office or fixed place of business is a material factor in the
production of the income, and such office or fixed place of business regularly carries on
activities of the type that generate such income.””

The first category consists of rents or royalties for the use of patents, copyrights, secret
processes, or formulas, good will, trademarks, trade brands, franchises, or other like intangible
properties derived in the active conduct of the U.S. trade or business.” The second category
consists of interest or dividends derived in the active conduct of a banking, financing, or similar
business within the United States, or received by a corporation whose principal business is
trading in stocks or securities for its own account.” Notwithstanding the foregoing, foreign-
source income consisting of dividends, interest, or royalties is not treated as effectively
connected if the items are paid by a foreign corporationin which the recipient owns, directly,
indirectly, or constructively, more than 50 percent of the total combined voting power of the
stock. ™' The third category consists of income, gain, deduction, or loss derived from the sale or
exchange of inventory or property held by the taxpayer primarily for sale to customers in the
ordinary course of the trade or business where the property is sold or exchanged outside the

5 Section 864(c).

26 Section 864(c)(4).

227 Section 864(c)(4)(B).
2 Section 864(c)(5).

2 Section 864(c)(4)(B)().

20 Section 864(c)(4)(B)(ii).

13
W

Section 864(c)}4)(D)(i).
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United States through the foreign person’s U.S. office or other fixed place of business.” Such
amounts are not treated as effectively connected if the property is sold or exchanged for use,
consumption, or disposition outside the United States and an office or other fixed place of
business of the taxpayer in a foreign country materially participated in the sale or exchange.

The Code provides sourcing rules for enumerated types of income, including interest,
dividends, rents, royalties, and personal services income.” For example, interest income
generally is sourced based on the residence of the obligor. Dividend income generally 1s sourced
based on the residence of the corporation paying the dividend. Thus, interest paid on obligations
of foreign persons and dividends paid by foreign corporations generally are treated as
foreign-source income.

Other types of income are not specifically covered by the Code's sourcing rules. For
example, fees for accepting or confirming letters of credit have been sourced under principles
analogous to the interest sourcing rules. 24 1n addition, under regulations, payments in lieu of
dividends and interest derived from securities lending transactions are sourced in the same
manner as interest and dividends, including for purposes of determining whether such income is
effectively connected with a U.S. trade or business.”” Moreover, income from notional principal
contracts (such as interest rate swaps) generally is sourced based on the residence of the recipient
of the income.*®

House Bill
No provision.

Senate Amendment

Each category of foreign-source income that is treated as effectively connected with a
U.S. trade or business is expanded to include economic equivalents of such income (i.e.,
economic equivalents of certain foreign-source (1) rents and royalties, (2) dividends and interest,
and (3) income on sales or exchanges of goods in the ordinary course of business). Thus, such
economic equivalents are treated as U.S.-effectively connected income in the same
circumstances that foreign-source rents, royalties, dividends, interest, or certain inventory sales
are treated as U.S.-effectively connected income. For example, foreign-source interest and
dividend equivalents are treated as U.S.-effectively connected income 1if the income is
attributable to a U.S. office of the foreign person, and such income is derived by such foreign
person in the active conduct of a banking, financing, or similar business within the United States,

52 Section 864(c)(4)(B)(iii).

3 Sections 861 through 865.

23

!
>

See Bank of America v. United States, 680 F.2d 142 (Ct. Cl. 1982).
5 Treas. Reg. sec. 1.864-5(b)(2)(ii).

¥ Treas. Reg. sec. 1.863-7.
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or the foreign person is a corporation whose principal business is trading in stocks or securities
for its own account.

Effective date.—The Senate amendment provision is effective for taxable years beginning
after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

5. Determination of basis amounts paid from foreign pension plans (sec. 346 of the Senate
amendment and sec. 72 of the Code)

Present Law

Distributions from retirement plans are includible in gross income under the rules relating
to annuities™’ and, thus, are generally includible in income, except to the extent the amount
received represents investment in the contract (i.e., the participant's basis). The participant’s
basis includes amounts contributed by the participant, together with certain amounts contributed
by the employer, minus the aggregate amount (if any) previously distributed to the extent that
such amount was excludable from gross income. Amounts contributed by the employer are
included in the calculation of the participant’s basis to the extent that such amounts were
includible in the gross income of the participant, or to the extent that such amounts would have
been excludable from the participant’s gross income if they had been paid directly to the
participant at the time they were contributed.

Distributions received by nonresidents from U.S. qualified plans and similar
arrangements are generally subject to tax to the extent that the amount received is otherwise
includible in gross income (i.e., is in excess of the basis) and is from a U.S. source. Employer
contributions to qualified plans and other payments for services performed outside the United
States generally are not treated as income from a U.S. source, and therefore generally are not
subject to U.S. tax.

Under the 1996 U.S. model income tax treaty and many U.S. income tax treaties in force,
pension distributions beneficially owned by a resident of a treaty country in consideration for
past employment generally are taxable only by the individual recipient’s country of residence.*™
Under the 1996 U.S. model income tax treaty and some U.S. income tax treaties, this exclusive
residence-based taxation rule is limited to the taxation of amounts that were not previously
included in taxable income in the other country. For example, if a treaty country had imposed
tax on a resident individual with respect to some portion of a pension plan’s earnings, subsequent
distributions to a resident of the other country would not be taxable in that country to the extent
the distributions were attributable to such amounts.

57 Sections 72 and 402.

“% Some treaties permit source-country taxation but merely reduce the rate of tax
imposed on pension benefits.
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House Bill
No provision.

Senate Amendment

An amount distributed from a foreign pension plan is included in the calculation of the
recipient’s basis only to the extent that the recipient previously has been subject to taxation,
either in the United States or the foreign jurisdiction, on such amount.

Effective date.~The Senate amendment provision is effective for distributions occurring
on or after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

6. Recapture of overall foreign losses on sale of controlled foreign corporation stock (sec.
347 of the Senate amendment and sec. 904 of the Code)

Present Law

U.S. persons may credit foreign taxes against U.S. tax on foreign-source income. The
amount of foreign tax credits that may be claimed in a year is subject to a limitation that prevents
taxpayers from using foreign tax credits to offset U.S. tax on U.S.-source income. The amount
of foreign tax credits generally is limited to the portion of the taxpayer's U.S. tax which the
taxpayer's foreign-source taxable income (i.e., foreign-source gross income less allocable
expenses or deductions) bears to the taxpayer's worldwide taxable income for the year.””
Separate limitations are applied to specific categories of income.

Special recapture rules apply in the case of foreign losses for purposes of applying the
foreign tax credit limitation.** Under these rules, losses for any taxable year in a limitation
category which exceed the aggregate amount of foreign income earned in other limitation
categories (a so-called “overall foreign loss”) are recaptured by resourcing foreign-source
income earned in a subsequent year as U.S.-source income.*' The amount resourced as
U.S.-source income generally is limited to the lesser of the amount of the overall foreign losses
not previously recaptured, or 50 percent of the taxpayer's foreign-source income in a given year
(the “50-percent limit”). Taxpayers may elect to recapture a larger percentage of such losses.

2 Section 904(a).
20 Section 904(f).

1 Section 904(f)(1).
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A special recapture rule applies to ensure the recapture of an overall foreign loss where
property which was used in a trade or business predominantly outside the United States is
disposed of prior to the time the loss has been recaptured.*” In this regard, dispositions of trade
or business property used predominantly outside the United States are treated as having been
recognized as foreign-source income (regardless of whether gain would otherwise be recognized
upon disposition of the assets), in an amount equal to the lesser of the excess of the fair market
value of such property over its adjusted basis, or the amount of unrecaptured overall foreign
losses. Such foreign-source income is resourced as U.S.-source income without regard to the
50-percent limit. For example, if a U.S. corporation transfers its foreign branch business assets
to a foreign corporation in a nontaxable section 351 transaction, the taxpayer would be treated
for purposes of the recapture rules as having recognized foreign-source income in the year of the
transfer in an amount equal to the excess of the fair market value of the property disposed over
its adjusted basis (or the amount of unrecaptured foreign losses, if smaller). Such income would
be rece%[ured as U.S.-source income to the extent of any prior unrecaptured overall foreign
losses.™

Detailed rules apply in allocating and apportioning deductions and losses for foreign tax
credit limitation purposes. In the case of interest expense, such amounts generally are
apportioned to all gross income under an asset method, under which the taxpayer's assets are
characterized as producing income in statutory or residual groupings (i.e., foreign-source income
in the various limitation categories or U.S.-source income).** Interest expense is apportioned
among these groupings based on the relative asset values in each. Taxpayers may elect to value
assets based on either tax book value or fair market value.

Each corporation that is a member of an affiliated group is required to apportion its
interest expense using apportionment fractions determined by reference to all assets of the
affiliated group. For this purpose, an affiliated group generally is defined to include only
domestic corporations. Stock in a foreign subsidiary, however, is treated as a foreign asset that
may attract the allocation of U.S. interest expense for these purposes. If tax basis is used to
value assets, the adjusted basis of the stock of certain 10-percent or greater owned foreign
corporations or other non-affiliated corporations must be increased by the amount of earnings
and profits of such corporation accumulated during the period the U.S. sharcholder held the
stock.

House Bill

No provision.

2 Section 904()(3).

3 Coordination rules apply in the case of losses recaptured under the branch loss
recapture rules. Section 367(a)(3)(C).

# Section 864(e) and Temp. Treas. Reg. sec. 1.861-9T.
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Senate Amendment

The special recapture rule for overall foreign losses that currently applies to dispositions
of foreign trade or business assets is to apply to the disposition of controlled foreign corporation
stock. Thus, dispositions of controlled foreign corporation stock are recognized as
foreign-source income in an amount equal to the lesser of the fair market value of the stock over
its adjusted basis, or the amount of prior unrecaptured overall foreign losses. Such income is
resourced as U.S.-source income for foreign tax credit limitation purposes without regard to the
50-percent limit.

Effective date.—The Senate amendment provision is effective as of the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

7. Prevention of mismatching of interest and original issue discount deductions and income
inclusions in transactions with related foreign persons (sec. 348 of the Senate amendment
and secs. 163 and 267 of the Code)

Present Law

Income earned by a foreign corporation from its foreign operations generally is subject to
U.S. tax only when such income is distributed to any U.S. person that holds stock in such
corporation. Accordingly, a U.S. person that conducts foreign operations through a foreign
corporation generally is subject to U.S. tax on the income from such operations when the income
is repatriated to the United States through a dividend distribution to the U.S. person. The income
is reported on the U.S. person's tax return for the year the distribution is received, and the United
States imposes tax on such income at that time. However, certain anti-deferral regimes may
cause the U.S. person to be taxed on a current basis in the United States with respect to certain
categories of passive or highly mobile income earned by the foreign corporations in which the
U.S. person holds stock. The main anti-deferral regimes are the controlled foreign corporation
rules of subpart F (sections 951-964), the passive foreign investment company rules (sections
1291-1298), and the foreign personal holding company rules (sections 551-558).

As a general rule, there is allowed as a deduction all interest paid or accrued within the
taxable year with respect to indebtedness, including the aggregate daily portions of original issue
discount (“OID”) of the issuer for the days during such taxable year. However, if a debt
instrument is held by a related foreign person, any portion of such OID is not allowable as a
deduction to the payor of such instrument until paid (“related-foreign-person rule”). This
related-foreign-person rule does not apply to the extent that the OID is effectively connected
with the conduct by such foreign related person of a trade or business within the United States
(unless such OID 1s exempt from taxation or is subject to a reduced rate of taxation under a treaty
obligation). Treasury regulations further modify the related-foreign-person rule by providing
that in the case of a debt owed to a foreign personal holding company (“FPHC”), controlled
foreign corporation (“CFC”) or passive foreign investment company (“PFIC”), a deduction is
allowed for OID as of the day on which the amount is includible in the income of the FPHC,
CFC or PFIC, respectively.
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In the case of unpaid stated interest and expenses of related persons, where, by reason of
a payee's method of accounting, an amount is not includible in the payee's gross income until it is
paid but the unpaid amounts are deductible currently by the payor, the amount generally is
allowable as a deduction when such amount is includible in the gross income of the payee. With
respect to stated interest and other expenses owed to related foreign corporations, Treasury
regulations provide a general rule that requires a taxpayer to use the cash method of accounting
with respect to the deduction of amounts owed to such related foreign persons (with an exception
for income of a related foreign person that is effectively connected with the conduct of a U.S.
trade or business and that is not exempt from taxation or subject to a reduced rate of taxation
under a treaty obligation). As in the case of OID, the Treasury regulations additionally provide
that in the case of states interest owed to a FPHC, CFC, or PFIC, a deduction is allowed as of the
day on which the amount is includible in the income of the FPHC, CFC or PFIC.

House Bill
No provision.

Senate Amendment

The Senate amendment generally provides that deductions for amounts accrued but
unpaid (whether by U.S. or foreign persons) to related FPHCs, CFCs, or PFICs are allowable
only to the extent that the amounts accrued by the payor are, for U.S. tax purposes, currently
included in the income of the direct or indirect U.S. owners of the related foreign person.
Deductions that have accrued but are not allowable under this provision are allowed when the
amounts are paid.

Effective date.—The Senate amendment provision is effective for payments accrued on or
after May 8§, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

8. Sale of gasoline and diesel fuel at duty-free sales enterprises (sec. 349 of the Senate
amendment)

Present Law

A duty-free sales enterprise that meets certain conditions may sell and deliver for export
from the customs territory of the United States duty-free merchandise. Duty-free merchandise is
merchandise sold by a duty-free sales enterprise on which neither federal duty nor federal tax has
been assessed pending exportation from the customs territory of the United States. The duty-free
statute does not contain any limitation on what goods may qualify for duty-free treatment.

House Bill

No provision.
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Senate Amendment

The Senate amendment amends Section 555(b) of the Tariff Act of 1930 (19 U.S.C.
1555(b)) to provide that gasoline or diesel fuel sold at duty-free enterprises shall be considered to
entered for consumption into the United States and thus ineligible for classification as duty-free
merchandise.

Effective date.—The Senate amendment provision is effective on the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

9. Repeal of earned income exclusion for citizens or residents living abroad (sec. 350 of the
Senate amendment and sec. 911 of the Code)

Present Law

U.S. citizens generally are subject to U.S. income tax on all their income, whether
derived in the United States or elsewhere. A U.S. citizen who earns income in a foreign country
also may be taxed on such income by that foreign country. However, the United States generally
cedes the primary right to tax income derived by a U.S. citizen from sources outside the United
States to the foreign country where such income is derived. Accordingly, a credit against the
U.S. income tax imposed on foreign source taxable income is provided for foreign taxes paid on
that income.

U.S. citizens living abroad may be eligible to exclude from their income for U.S. tax
purposes certain foreign earned income and foreign housing costs. In order to qualify for these
exclusions, a U.S. citizen must be either: (1) a bona fide resident of a foreign country for an
uninterrupted period that includes an entire taxable year; or (2) present overseas for 330 days out
of any 12-consecutive-month period. In addition, the taxpayer must have his or her tax home in
a foreign country.

The exclusion for foreign earned income generally applies to income earned from sources
outside the United States as compensation for personal services actually rendered by the
taxpayer. The maximum exclusion for foreign earned income for a taxable year is $80,000 (for
2002 and thereafter). For taxable years beginning after 2007, the maximum exclusion amount is
indexed for inflation.

The exclusion for housing costs applies to reasonable expenses, other than deductible
interest and taxes, paid or incurred by or on behalf of the taxpayer for housing for the taxpayer
and his or her spouse and dependents in a foreign country. The exclusion amount for housing
costs for a taxable year is equal to the excess of such housing costs for the taxable year over an
amount computed pursuant to a specified formula. In the case of housing costs that are not paid
or reimbursed by the taxpayer's employer, the amount that would be excludible is treated instead
as a deduction.
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The combined earned income exclusion and housing cost exclusion may not exceed the
taxpayer’s total foreign earned income. The taxpayer’s foreign tax credit is reduced by the
amount of such credit that is attributable to excluded income.

Special exclusions apply in the case of taxpayers who reside in one of the U.S.
possessions.

House Bill
No provision.

Senate Amendment

The exclusion for foreign earned income and the exclusion or deduction for housing
expenses is repealed.

Effective date.—The Senate amendment provision is effective for taxable years beginning
after December 31, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

128



E. Other Revenue Provisions

1. Extension of IRS user fees (sec. 351 of the Senate amendment and new sec. 7529 of the
Code)

Present Law

The IRS provides written responses to questions of individuals, corporations, and
organizations relating to their tax status or the effects of particular transactions for tax purposes.
The IRS generally charges a fee for requests for a letter ruling, determination letter, opinion
letter, or other similar ruling or determination. Public Law 104-117** extended the statutory
authorization for these user fees™ through September 30, 2003.

House Bill
No provision.

Senate Amendment

The Senate amendment extends the statutory authorization for these user fees through
September 30, 2013. The Senate amendment also moves the statutory authorization for these
fees into the Code.*"

Effective date —~The Senate amendment provision, including moving the statutory
authorization for these fees into the Code and repealing the off-Code statutory authorization for
these fees, is effective for requests made after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

3 An Act to provide that members of the Armed Forces performing services for the

peacekeeping efforts in Bosnia and Herzegovina, Croatia, and Macedonia shall be entitled to tax
benefits in the same manner as if such services were performed in a combat zone, and for other
purposes (March 20, 1996).

¥ These user fees were originally enacted in section 10511 of the Revenue Act of 1987
(Pub. Law No. 100-203, December 22, 1987).

7 The provision also moves into the Code the user fee provision relating to pension

plans that was enacted in section 620 of the Economic Growth and Tax Relief Reconciliation Act
of 2001 (Pub. L. 107-16, June 7, 2001).

129



2. Add vaccines against hepatitis A to the list of taxable vaccines (sec. 352 of the Senate
amendment and sec. 4132 of the Code)

Present Law

A manufacturer’s excise tax is imposed at the rate of 75 cents per dose** on the
following vaccines routinely recommended for administration to children: diphtheria, pertussis,
tetanus, measles, mumps, rubella, polio, HIB (haemophilus influenza type B), hepatitis B,
varicella (chicken pox), rotavirus gastroenteritis, and streptococcus pneumoniae. The tax applied
to any vaccine that is a combination of vaccine components equals 75 cents times the number of
components in the combined vaccine.

Amounts equal to net revenues from this excise tax are deposited in the Vaccine Injury
Compensation Trust Fund to finance compensation awards under the Federal Vaccine Injury
Compensation Program for individuals who suffer certain injuries following administration of
the taxable vaccines.

House Bill
No provision.

Senate Amendment

The Senate amendment adds any vaccine against hepatitis A to the list of taxable
vaccines. The Senate amendment also makes a conforming amendment to the trust fund
expenditure purposes.

Effective date.—The Senate amendment provision is effective for vaccines sold beginning
on the first day of the first month beginning more than four weeks after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

28 Qec. 4131,
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3. Disallowance of certain partnership loss transfers (sec. 353 of the Senate Amendment
and secs. 704, 734, and 743 of the Code)

Present Law

Contributions of property

Under present law, if a partner contributes property to a partnership, no gain or loss
generally is recognized to the contributing partner at the time of contribution.”” The partnership
takes the property at an adjusted basis equal to the contributing partner’s adjusted basis in the
property.”’ The contributing partner increases its basis in its partnership interest by the adjusted
basis of the contributed property.”' Any items of partnership income, gain, loss, and deduction
with respect to the contributed property is allocated among the partners to take into account any
built-in gain or loss at the time of the contribution.? This rule is intended to prevent the transfer
of built-in gain or loss from the contributing partner to the other partners by generally allocating
items to the noncontributing partners based on the value of their contributions and by allocating
to the contributing partner the remainder of each item.*”

If the contributing partner transfers its partnership interest, the built-in gain or loss will be
allocated to the transferee partner as it would have been allocated to the contributing partner.”
If the contributing partner’s interest is liquidated, there is no specific guidance preventing the
allocation of the built-in loss to the remaining partners. Thus, it appears that losses can be
“transferred” to other partners where the contributing partner no longer remains a partner.

Transfers of partnership interests

Under present law, a partnership does not adjust the basis of partnership property
following the transfer of a partnership interest unless the partnership has made a one-time
election under section 754 to make basis adjustments.” If an election is in effect, adjustments
are made with respect to the transferee partner in order to account for the difference between the
transferee partner’s proportionate share of the adjusted basis of the partnership property and the

* Sec. 721.
=0 Sec. 723.
S Sec. 722.
52 Qec. 704(c)(1)(A).

3 Where there is an insufficient amount of an item to allocate to the noncontributing
partners, Treasury regulations allow for reasonable allocations to remedy this insufficiency.
Treas. Reg. sec. 1-704(c) and (d).

24 Treas. Reg. 1.704-3(a)(7).

35 Sec. 743(a).
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transferee’s basis in its partnership interest.”® These adjustments are intended to adjust the basis
of partnership property to approximate the result of a direct purchase of the property by the
transferee partner. Under these rules, if a partner purchases an interest in a partnership with an
existing built-in loss and no election under section 754 in effect, the transferee partner may be
allocated a share of the loss when the partnership disposes of the property (or depreciates the

property).

Distributions of partnership property

With certain exceptions, partners may receive distributions of certain partnership
property without recognition of gain or loss by either the partner or the partnership.”’ In the
case of a distribution in liquidation of a partner’s interest, the basis of the property distributed in
the liquidation is equal to the partner’s adjusted basis in its partnership interest (reduced by any
money distributed in the transaction).”® In a distribution other than in liquidation of a partner’s
interest, the distributee partner’s basis in the distributed property is equal to the partnership’s
adjusted basis in the property immediately before the distribution, but not to exceed the partner’s
adjusted basis in the partnership interest (reduced by any money distributed in the same
transaction).”’

Adjustments to the basis of the partnership’s undistributed properties are not required
unless the partnership has made the election under section 754 to make basis adjustments.”® If
an election 1s in effect under section 754, adjustments are made by a partnership to increase or
decrease the remaining partnership assets to reflect any increase or decrease in the adjusted basis
of the distributed properties in the hands of the distributee partner (or gain or loss recognized by
the disributee partner).”” To the extent the adjusted basis of the distributed properties increases
(or loss is recognized), the partnership’s adjusted basis in its properties is decreased by a like
amount; likewise, to the extent the adjusted basis of the distributed properties decrease (or gain is
recognized), the partnership’s adjusted basis in its properties is increased by a like amount.
Under these rules, a partnership with no election in effect under section 754 may distribute
property with an adjusted basis lower than the distributee partner’s proportionate share of the
adjusted basis of all partnership property and leave the remaining partners with a smaller net
built-in gain or a larger net built-in loss than before the distribution.

56 Sec. 743(b).
»7 Sec. 731(a) and (b).
28 Sec. 732(b).
¥ Sec. 732(a).
20 Sec. 734(a).

21 Sec. 734(b).
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House Bill
No provision.

Senate Amendment

Contributions of property

Under the Senate amendment, a built-in loss may be taken into account only by the
contributing partner and not by other partners. Except as provided in regulations, in determining
the amount of items allocated to partners other than the contributing partner, the basis of the
contributed property is treated as the fair market value on the date of contribution. Thus, if the
contributing partner’s partnership interest is transferred or liquidated, the partnership’s adjusted
basis in the property is based on its fair market value at the date of contribution, and the built-in
loss will be eliminated.”

Transfers of partnership interests

The Senate amendment provides that the basis adjustment rules under section 743 are
mandatory in the case of the transfer of a partnership interest with respect to which there is a
substantial built-in loss (rather than being elective as under present law). For this purpose, a
substantial built-in loss exists if the transferee partner’s proportionate share of the adjusted basis
of the partnership property exceeds by more than $250,000 the transferee partner’s basis in the
partnership interest.

Thus, for example, assume that partner A sells his partnership interest to B for its fair
market value of $1 million. Also assume that B’s proportionate share of the adjusted basis of the
partnership assets is $1.3 million. Under the bill, section 743(b) applies, so that a $300,000
decrease is required to the adjusted basis of the partnership assets with respect to B. As a result,
B would recognize no gain or loss if the partnership immediately sold all its assets for their fair
market values.

Distribution of partnership property

The Senate amendment provides that a basis adjustment under section 734(b) is required
in the case of a distribution with respect to which there is a substantial basis reduction. A
substantial basis reduction means a downward adjustment of more that $250,000 that would be
made to the basis of partnership assets if a section 754 election were in effect.

Thus, for example, assume that A and B each contributed $2.5 million to a newly formed
partnership and C contributed $5 million, and that the partnership purchased LMN stock for $3
million and XYZ stock for $7 million. Assume that the value of each stock declined to $1
million. Assume LMN stock is distributed to C in liquidation of its partnership interest. Under

%2 Tt is intended that a corporation succeeding to attributes of the contributing corporate
partner under section 381 shall be treated in the same manner as the contributing partner.
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present law, the basis of LMN stock in C’s hands is $5 million. Under present law, C would
recognize a loss of $4 million if the LMN stock were sold for $1 million.

Under the Senate amendment, however, there is a substantial basis adjustment because
the $2 million increase in the adjusted basis of LMN stock (sec. 734(b)(2)(B)) is greater than
$250,000. Thus, the partnership is required to decrease the basis of XYZ stock (under section
734(b)(2)) by $2 million (the amount by which the basis LMN stock was increased), leaving a
basis of $5 million. If the XYZ stock were then sold by the partnership for $1 million, A and B
would each recognize a loss of $2 million.

Effective date.—The provision applies to contributions, transfers, and distributions (as the
case may be) after the date of enactment.

Conference Agreement

The conference agreement does not contain the provision in the Senate amendment.

4. Treatment of stripped bonds to apply to stripped interests in bond and preferred stock
funds (sec. 354 of the Senate amendment and secs. 305 and 1286 of the Code)

Present Law

Assisnment of income in general

In general, an “income stripping” transaction involves a transaction in which the right to
receive future income from income -producing property is separated from the property itself. In
such transactions, it may be possible to generate artificial losses from the disposition of certain
property or to defer the recognition of taxable income associated with such property.

Common law has developed a rule (referred to as the “assignment of income” doctrine)
that income may not be transferred without also transferring the underlying property. A leading
judicial decision relating to the assignment of income doctrine involved a case in which a
taxpayer made a gift of detachable interest coupons before their due date while retaining the
bearer bond. The U.S. Supreme Court ruled that the donor was taxable on the entire amount of
interest when paid to the donee on the grounds that the transferor had “assigned” to the donee the
right to receive the income.*”

In addition to general common law assignment of income principles, specific statutory
rules have been enacted to address certain specific types of stripping transactions, such as
transactions involving stripped bonds and stripped preferred stock (which are discussed
below).*® However, there are no specific statutory rules that address stripping transactions with
respect to common stock or other equity interests (other than preferred stock).*®

S Helvering v. Horst, 311 U.S. 112 (1940).

% Depending on the facts, the IRS also could determine that a variety of other Code-
based and common law-based authorities could apply to income stripping transactions,
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Stripped bonds

Special rules are provided with respect to the purchaser and “stripper” of stripped
bonds.?® A “stripped bond” is defined as a debt instrument in which there has been a separation
in ownership between the underlying debt instrument and any interest coupon that has not yet
become payable.”” In general, upon the disposition of either the stripped bond or the detached
interest coupons, the retained portion and the portion that is disposed of each is treated as a new
bond that is purchased at a discount and is payable at a fixed amount on a future date.
Accordingly, section 1286 treats both the stripped bond and the detached interest coupons as
individual bonds that are newly issued with original issue discount (“OID”) on the date of
disposition. Consequently, section 1286 effectively subjects the stripped bond and the detached
interest coupons to the general OID periodic income inclusion rules.

A taxpayer who purchases a stripped bond or one or more stripped coupons is treated as
holding a new bond that is issued on the purchase date with OID in an amount that is equal to the
excess of the stated redemption price at maturity (or in the case of a coupon, the amount payable
on the due date) over the ratable share of the purchase price of the stripped bond or coupon,
determined on the basis of the respective fair market values of the stripped bond and coupons on
the purchase date.”® The OID on the stripped bond or coupon is includible in gross income
under the general OID periodic income inclusion rules.

A taxpayer who strips a bond and disposes of either the stripped bond or one or more
stripped coupons must allocate his basis, immediately before the disposition, in the bond (with
the coupons attached) between the retained and disposed items.”” Special rules apply to require
that interest or market discount accrued on the bond prior to such disposition must be included in
the taxpayer’s gross income (to the extent that it had not been previously included in income) at
the time the stripping occurs, and the taxpayer increases his basis in the bond by the amount of

including: (1) sections 269, 382, 446(b), 482, 701, or 704 and the regulations thereunder; (2)
authorities that recharacterize certain assignments or accelerations of future payments as
financings; (3) business purpose, economic substance, and sham transaction doctrines; (4) the
step transaction doctrine; and (5) the substance-over-form doctrine. See Notice 95-53, 1995-2
C.B. 334 (accounting for lease strips and other stripping transactions).

%5 However, in Estate of Stranahan v. Commissioner, 472 F.2d 867 (6th Cir. 1973), the
court held that where a taxpayer sold an interest in stock dividends, with no personal obligation
to produce the income supporting the dividends, the transaction was treated as a sale of an
income interest.

266 Sec. 1286.
X7 Sec. 1286(e).
28 Sec. 1286(a).

¥ Sec. 1286(b). Similar rules apply in the case of any person whose basis in any bond
or coupon is determined by reference to the basis in the hands of a person who strips the bond.
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such accrued interest or market discount. The adjusted basis (as increased by any accrued
interest or market discount) is then allocated between the stripped bond and the stripped interest
coupons in relation to their respective fair market values. Amounts realized from the sale of
stripped coupons or bonds constitute income to the taxpayer only to the extent such amounts
exceed the basis allocated to the stripped coupons or bond. With respect to retained items (either
the detached coupons or stripped bond), to the extent that the price payable on maturity, or on the
due date of the coupons, exceeds the portion of the taxpayer’s basis allocable to such retained
items, the difference is treated as OID that is required to be included under the general OID
periodic income inclusion rules.””

Stripped preferred stock

“Stripped preferred stock” is defined as preferred stock in which there has been a
separation in ownership between such stock and any dividend on such stock that has not become
payable.””! A taxpayer who purchases stripped preferred stock is required to include in gross
income, as ordinary income, the amounts that would have been includible if the stripped
preferred stock was a bond issued on the purchase date with OID equal to the excess of the
redemption price of the stock over the purchase price.”™ This treatment is extended to any
taxpayer whose basis in the stock is determined by reference to the basis in the hands of the
purchaser. A taxpayer who strips and disposes the future dividends is treated as having
purchased the stripped preferred stock on the date of such disposition for a purchase price equal
to the taxpayer’s adjusted basis in the stripped preferred stock. 7

House Bill
No provision.

Senate Amendment

The Senate amendment authorizes the Treasury Department to promulgate regulations
that, in appropriate cases, apply rules that are similar to the present-law rules for stripped bonds
and stripped preferred stock to direct or indirect interests in an entity or account substantially all
of the assets of which consist of bonds (as defined in section 1286(e)(1)), preferred stock (as
defined in section 305(e)(5)(B)), or any combination thereof. The Senate amendment applies
only to cases in which the present-law rules for stripped bonds and stripped preferred stock do
not already apply to such interests.

0 Special rules are provided with respect to stripping transactions involving tax-exempt
obligations that treat OID (computed under the stripping rules) in excess of OID computed on
the basis of the bond’s coupon rate (or higher rate if originally issued at a discount) as income
from a non-tax-exempt debt instrument (sec. 1286(d)).

71 Sec. 305(e)(5).
72 Sec. 305(e)(1).

B Sec. 305(e)(3).
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For example, such Treasury regulations could apply to a transaction in which a person
effectively strips future dividends from shares in a money market mutual fund (and disposes
either the stripped shares or stripped future dividends) by contributing the shares (with the future
dividends) to a custodial account through which another person purchases rights to either the
stripped shares or the stripped future dividends. However, it is intended that Treasury
regulations issued under the Senate amendment would not apply to certain transactions involving
direct or indirect interests in an entity or account substantially all the assets of which consist of
tax-exempt obligations (as defined in section 1275(a)(3)), such as a tax-exempt bond partnership
described in Rev. Proc. 2002-68,”™ modifying and superceding Rev. Proc. 2002-16.2"

No inference is intended as to the treatment under the present-law rules for stripped
bonds and stripped preferred stock, or under any other provisions or doctrines of present law, of
interests in an entity or account substantially all of the assets of which consist of bonds, preferred
stock, or any combination thereof. The Treasury regulations, when issued, would be applied
prospectively, except in cases to prevent abuse.

Effective date.—The Senate amendment provision is effective for purchases and
dispositions occurring after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

5. Reporting of taxable mergers and acquisitions (sec. 355 of the Senate amendment and
new sec. 6043 A of the Code)

Present Law

Under section 6045 and the regulations thereunder, brokers (defined to include stock
transfer agents) are required to make information returns and to provide corresponding payee
statements as to sales made on behalf of their customers, subject to the penalty provisions of
sections 6721-6724. Under the regulations issued under section 6045, this requirement generally
does not apply with respect to taxable transactions other than exchanges for cash (e.g., stock
inversion transactions taxable to shareholders by reason of section 367(a)).

House Bill
No provision.

Senate Amendment

Under the Senate amendment, if gain or loss is recognized in whole or in part by
shareholders of a corporation by reason of a second corporation’s acquisition of the stock or

2 2002-43 L.R.B. 753.

25 2002-9 I.R.B. 572.
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assets of the first corporation, then the acquiring corporation (or the acquired corporation, if so
prescribed by the Treasury Secretary) is required to make a return containing:

(N A description of the transaction;

(2) The name and address of each shareholder of the acquired corporation that
recognizes gain as a result of the transaction (or would recognize gain, if there
was a built-in gain on the shareholder’s shares);

(3) The amount of money and the value of stock or other consideration paid to each
shareholder described above; and

4) Such other information as the Treasury Secretary may prescribe.

Alternatively, a stock transfer agent who records transfers of stock in such transaction
may make the return described above in lieu of the second corporation.

In addition, every person required to make a return described above is required to furnish
to each shareholder whose name is required to be set forth in such return a written statement
showing:

(1) The name, address, and phone number of the information contact of the person
required to make such return;

(2) The information required to be shown on that return; and
(3) Such other information as the Treasury Secretary may prescribe.

This written statement is required to be furnished to the shareholder on or before January
31 of the year following the calendar year during which the transaction occurred.

The present-law penalties for failure to comply with information reporting requirements
are extended to failures to comply with the requirements set forth under this proposal.

Effective date.—The Senate amendment provision is effective for acquisitions after the
date of enactment of the proposal.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
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6. Minimum holding period for foreign tax credit with respect to withholding taxes on
income other than dividends (sec. 356 of the Senate amendment and sec. 901 of the Code)

Present Law

In general, U.S. persons may credit foreign taxes against U.S. tax on foreign-source
income. The amount of foreign tax credits that may be claimed in a year is subject to a limitation
that prevents taxpayers from using foreign tax credits to offset U.S. tax on U.S.-source income.
Separate limitations are applied to specific categories of income.

Present law denies a U.S. shareholder the foreign tax credits normally available with
respect to a dividend from a corporation or a regulated investment company (“RIC”) if the
shareholder has not held the stock for more than 15 days (within a 30-day testing period) in the
case of common stock or more than 45 days (within a 90-day testing period) in the case of
preferred stock.”’® The disallowance applies both to foreign tax credits for foreign withholding
taxes that are paid on the dividend where the dividend-paying stock is held for less than these
holding periods, and to indirect foreign tax credits for taxes paid by a lower-tier foreign
corporation or a RIC where any of the required stock in the chain of ownership is held for less
than these holding periods. Periods during which a taxpayer is protected from risk of loss (e.g.,
by purchasing a put option or entering into a short sale with respect to the stock) generally are
not counted toward the holding period requirement. In the case of a bona fide contract to sell
stock, a special rule applies for purposes of indirect foreign tax credits. The disallowance does
not apply to foreign tax credits with respect to certain dividends received by active dealers in
securities. If a taxpayer is denied foreign tax credits because the applicable holding period is not
satisfied, the taxpayer is entitled to a deduction for the foreign taxes for which the credit is
disallowed.

House Bill
No provision.

Senate Amendment

The Senate amendment expands the present-law disallowance of foreign tax credits to
include credits for gross-basis foreign withholding taxes with respect to any item of income or
gain from property if the taxpayer who receives the income or gain has not held the property for
more than 15 days (within a 30-day testing period), exclusive of periods during which the
taxpayer is protected from risk of loss. The Senate amendment does not apply to foreign tax
credits that are subject to the present-law disallowance with respect to dividends. The Senate
amendment also does not apply to certain income or gain that is received with respect to property
held by active dealers. Rules similar to the present-law disallowance for foreign tax credits with
respect to dividends apply to foreign tax credits that are subject to the Senate amendment. In
addition, the Senate amendment authorizes the Treasury Department to issue regulations
providing that the Senate amendment does not apply in appropriate cases.

770 Sec. 901(k).
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Effective date.—The Senate amendment provision is effective for amounts that are paid or
accrued more than 30 days after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

7. Qualified tax collection contracts (sec. 357 of the Senate amendment and new sec. 6306 of
the Code)

Present Law

In fiscal years 1996 and 1997, the Congress earmarked $13 million for IRS to test the use
of private debt collection companies. There were several constraints on this pilot project. First,
because both IRS and OMB considered the collection of taxes to be an inherently governmental
function, only government employees were permitted to collect the taxes.”” The private debt
collection companies were utilized to assist the IRS in locating and contacting taxpayers,
reminding them of their outstanding tax liability, and suggesting payment options. If the
taxpayer agreed at that point to make a payment, the taxpayer was transferred from the private
debt collection company to the IRS. Second, the private debt collection companies were paid a
flat fee for services rendered; the amount that was ultimately collected by the IRS was not taken
into account in the payment mechanism.

The pilot program was discontinued because of disappointing results. GAO reported””®

that IRS collected $3.1 million attributable to the private debt collection company efforts;
expenses were also $3.1 million. In addition, there were lost opportunity costs of $17 million to
the IRS because collection personnel were diverted from their usual collection responsibilities to
work on the pilot.

The IRS has in the last several years expressed renewed interest in the possible use of
private debt collection companies; for example, IRS recently revised its extensive Request for
Information concerning its possible use of private debt collection companies.””

In general, Federal agencies are permitted to enter into contracts with private debt
collection companies for collection services to recover indebtedness owed to the United

777 Sec. 7801(a).
B GAO/GGD-97-129R Issues Affecting IRS’ Collection Pilot (July 18, 1997).

2 TIRNO-03-H-0001 (February 14, 2003), at www.procurement.irs.treas.gov. The
basic request for information is 104 pages, and there are 16 additional attachments.
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States.”® That provision does not apply to the collection of debts under the Internal Revenue
Code.™

On February 3, 2003, the President submitted to the Congress his fiscal year 2004 budget
proposal,”® which proposed the use of private debt collection companies to collect Federal tax
debts.

House Bill

No provision.

Senate Amendment

The Senate amendment permits the IRS to use private debt collection companies to locate
and contact taxpayers owing outstanding tax liabilities™ of any type®® and to arrange payment
of those taxes by the taxpayers. Several steps are involved. First, the private debt collection
company contacts the taxpayer by letter.™ If the taxpayer’s last known address is incorrect, the
private debt collection company searches for the correct address. The private debt collection
company is not permitted to contact either individuals or employers to locate a taxpayer.
Second, the private debt collection company telephones the taxpayer to request full payment.
If the taxpayer cannot pay in full immediately, the private debt collection company offers the

286

M0 31 U.S.C. sec. 3718.
A1 31 U.S.C. sec. 3718(P).

#2 See Office of Manageme nt and Budget, Budget of the United States Government,
Fiscal Year 2004 (H. Doc. 108-3, Vol. 1), p. 274.

3 There must be an assessment pursuant to section 6201 in order for there to be an
outstanding tax liability.

% The Senate amendment generally applies to any type of tax imposed under the
Internal Revenue Code. It is anticipated that the focus in implementing the provision will be: (a)
taxpayers who have filed a return showing a balance due but who have failed to pay that balance
in full; and (b) taxpayers who have been assessed additional tax by the IRS and who have made
several voluntary payments toward satisfying their obligation but have not paid in full.

5 Several portions of the provision require that the IRS disclose confidential taxpayer
information to the private debt collection company. Section 6103(n) permits disclosure for “the
providing of other services ... for purposes of tax administration.” Accordingly, no amendment
to 6103 is necessary to implement the provision. It is intended, however, that the IRS vigorously
protect the privacy of confidential taxpayer information by disclosing the least amount of
information possible to contractors consistent with the effective operation of the provision.

¢ The private debt collection company is not permitted to accept payment directly.
Payments are required to be processed by IRS employees.
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taxpayer an installment agreement providing for full payment of the taxes over a period of as
long as three years. If the taxpayer is unable to pay the outstanding tax liability in full over a
three-year period, the private debt collection company obtains financial information from the
taxpayer and will provide this information to the IRS for further processing and action by the
IRS.

The Senate amendment specifies several procedural conditions under which the provision
would operate. First, provisions of the Fair Debt Collection Practices Act apply to the private
debt collection company. Second, taxpayer protections that are statutorily applicable to the IRS
are also made statutorily applicable to the private sector debt collection companies. Third, the
private sector debt collection companies are required to inform taxpayers of the availability of
assistance from the Taxpayer Advocate.

The Senate amendment provides that the United States shall not be liable for any act or
omission of any person performing services under a qualified debt collection contract. This is
designed to encourage these persons to protect taxpayers’ rights to the maximum extent possible,
since they and their employers will be liable for violations; they will not be able to transfer
liability for violations to the United States, which might cause them to be more lax in preventing
violations.

The Senate amendment creates a revolving fund from the amounts collected by the
private debt collection companies. The private debt collection companies would be paid out of
this fund. The provision prohibits the payment of fees for all services in excess of 25 percent of
the amount collected under a tax collection contract.””

Effective date.—The Senate amendment provision is effective on the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
8. Extension of customs user fees (sec. 358 of the Senate amendment)
Present Law

Section 13031 of the Consolidated Omnibus Budget Reconciliation Act of 1985
(COBRA) (P.L. 99-272), authorized the Secretary of the Treasury to collect certain service fees.
Section 412 (P.L 107-296) of the Homeland Security Act of 2002 authorized the Secretary of the
Treasury to delegate such authority to the Secretary of Homeland Security. Provided for under
19 U.S.C. 58c, these fees include: processing fees for air and sea passengers, commercial trucks,
rail cars, private aircraft and vessels, commercial vessels, dutiable mail packages, barges and
bulk carriers, merchandise, and Customs broker permits. COBRA was amended on several
occasions but most recently by P.L. 103-182 which extended authorization for the collection of
these fees through fiscal year 2003.

71t is assumed that there will be competitive bidding for these contracts by private
sector tax collection agencies and that vigorous bidding will drive the overhead costs down.
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House Bill
No provision.

Senate Amendment

The Senate amendment extends the fees authorized under the Consolidated Omnibus
Budget Reconciliation Act of 1985 through December 31, 2013.

Effective date.—The Senate amendment provision is effective on the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

9. Modify qualification rules for tax-exempt property and casualty insurance companies
(sec. 359 of the Senate amendment and secs. 501 and 831 of the Code)

Present Law

A property and casualty insurance company is eligible to be exempt from Federal income
tax if its net written premiums or direct written premiums (whichever is greater) for the taxable
year do not exceed $350,000 (sec. 501(c)(15)).

A property and casualty insurance company may elect to be taxed only on taxable
investment income if its net written premiums or direct written premiums (whichever is greater)
for the taxable year exceed $350,000, but do not exceed $1.2 million (sec. 831(b)).

For purposes of determining the amount of a company's net written premiums or direct
written premiums under these rules, premiums received by all members of a controlled group of
corporations of which the company is a part are taken into account. For this purpose, a more-
than-50-percent threshhold applies under the vote and value requirements with respect to stock
ownership for determining a controlled group, and rules treating a life insurance company as part
of a separate controlled group or as an excluded member of a group do not apply (secs.
501(c)(15), 831(b)(2)(B) and 1563).

House Bill
No provision.

Senate Amendment

The Senate amendment provision modifies the requirements for a property and casualty
insurance company to be eligible for tax-exempt status, and to elect to be taxed only on taxable
investment income.

Under the Senate amendment provision, a property and casualty insurance company is
eligible to be exempt from Federal income tax if (a) its gross receipts for the taxable year do not
exceed $600,000, and (b) the premiums received for the taxable year are greater than 50 percent
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of the gross receipts. For purposes of determining gross receipts, the gross receipts of all
members of a controlled group of corporations of which the company is a part are taken into
account. The provision expands the present-law controlled group rule so that it also takes into
account gross receipts of foreign and tax-exempt corporations.

The Senate amendment provision also provides that a property and casualty insurance
company may elect to be taxed only on taxable investment income if its net written premiums or
direct written premiums (whichever is greater) do not exceed $1.2 million (without regard to
whether such premiums exceed $350,000) (sec. 831(b)). The provision retains the present-law
rule that, for purposes of determining the amount of a company's net written premiums or direct
written premiums under this rule, premiums received by all members of a controlled group of
corporations of which the company is a part are taken into account.

No inference is intended that any company that is not an insurance company (i.e., any
company that is not a company whose primary and predominant business activity during the
taxable year is the issuing of insurance or annuity contracts or the reinsuring of risks
underwritten by insurance companies) can be eligible for tax-exempt status under present-law
section 501(c)(15), or under the provision. It is intended that IRS enforcement activities address
the misuse of present-law section 501(c)(15).

Further, it is not intended that the provision permitting a property and casualty insurance
company to elect to be taxed only on taxable investment income become an area of abuse. While
the bill retains the eligibility test based on premiums (rather than gross receipts), it is intended
that regulations or other Treasury guidance provide for anti-abuse rules so as to prevent improper
use of the provision, including by characterizing as premiums income that is other than premium
income.

Effective date.~The Senate amendment provision is effective for taxable years beginning
after December 31, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

10. Authorize IRS to enter into installment agreements that provide for partial payment
(sec. 360 of the Senate amendment and sec. 6159 of the Code)

Present Law

The Code authorizes the IRS to enter into written agreements with any taxpayer under
which the taxpayer is allowed to pay taxes owed, as well as interest and penalties, in installment
payments if the IRS determines that doing so will facilitate collection of the amounts owed (sec.
6159). An installment agreement does not reduce the amount of taxes, interest, or penalties
owed. Generally, during the period installment payments are being made, other IRS enforcement
actions (such as levies or seizures) with respect to the taxes included in that agreement are held
in abeyance.
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Prior to 1998, the IRS administratively entered into installment agreements that provided
for partial payment (rather than full payment) of the total amount owed over the period of the
agreement. In that year, the IRS Chief Counsel issued a memorandum concluding that partial
payment installment agreements were not permitted.

House Bill
No provision.

Senate Amendment

The Senate amendment provision clarifies that the IRS is authorized to enter into
installment agreements with taxpayers that do not provide for full payment of the taxpayer’s
liability over the life of the agreement. The Senate amendment provision also requires the IRS to
review partial payment installment agreements at least every two years. The primary purpose of
this review is to determine whether the financial condition of the taxpayer has significantly
changed so as to warrant an increase in the value of the payments being made.

Effective date.—The Senate amendment provision is effective for installment agreements
entered into on or after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

11. Extend intangible amortization provisions to sports franchises (sec. 361 of the Senate
amendment and sec. 197 of the Code)

Present Law

The purchase price allocated to intangible assets (including franchise rights) acquired in
connection with the acquisition of a trade or business generally must be capitalized and
amortized over a 15-year period.®™ These rules were enacted in 1993 to minimize disputes
regarding the proper treatment of acquired intangible assets. The rules do not apply to a
franchise to engage in professional sports and any intangible asset acquired in connection with
such a franchise.™ However, other special rules apply to certain of these intangible assets.

Under section 1056, when a franchise to conduct a sports enterprise is sold or exchanged,
the basis of a player contract acquired as part of the transaction is generally limited to the
adjusted basis of such contract in the hands of the transferor, increased by the amount of gain, if
any, recognized by the transferor on the transfer of the contract. Moreover, not more than 50
percent of the consideration from the transaction may be allocated to player contracts unless the
transferee establishes to the satisfaction of the Commissioner that a specific allocation in excess

2 Sec. 197.

' Sec. 197(e)(6).
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of 50 percent is proper. However, these basis rules may not apply if a sale or exchange of a
franchise to conduct a sports enterprise is effected through a partnership.”® Basis allocated to
the franchise or to other valuable intangible assets acquired with the franchise may not be
amortizable if these assets lack a determinable useful life.

House Bill
No provision.

Senate Amendment

The Senate amendment extends the 15-year recovery period for intangible assets to
franchises to engage in professional sports and any intangible asset acquired in connection with
such a franchise acquisitions of sports franchises (including player contracts). Thus, the same
rules for amortization of intangibles that apply to other acquisitions under present law will apply
to acquisitions of sports franchises.

Effective date.~The Senate amendment provision is effective for acquisitions occurring
after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

12. Deposits made to suspend the running of interest on potential underpayments (sec. 362
of the Senate amendment and new sec. 6603 of the Code)

Present Law

Generally, interest on underpayments and overpayments continues to accrue during the
period that a taxpayer and the IRS dispute a liability. The accrual of interest on an underpayment
is suspended if the IRS fails to notify an individual taxpayer in a timely manner, but interest will
begin to accrue once the taxpayer is properly notified. No similar suspension is available for
other taxpayers.

A taxpayer that wants to limit its exposure to underpayment interest has a limited number
of options. The taxpayer can continue to dispute the amount owed and risk paying a significant
amount of interest. If the taxpayer continues to dispute the amount and ultimately loses, the
taxpayer will be required to pay interest on the underpayment from the original due date of the
return until the date of payment.

In order to avoid the accrual of underpayment interest, the taxpayer may choose to pay
the disputed amount and immediately file a claim for refund. Payment of the disputed amount
will prevent further interest from accruing if the taxpayer loses (since there is no longer any
underpayment) and the taxpayer will earn interest on the resultant overpayment if the taxpayer

*0 P.D.B. Sports, Ltd. v. Comm., 109 T.C. 423 (1997).
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wins. However, the taxpayer will generally lose access to the Tax Court if it follows this
alternative. Amounts paid generally cannot be recovered by the taxpayer on demand, but must
await final determination of the taxpayer’s liability. Even if an overpayment is ultimately
determined, overpaid amounts may not be refunded if they are eligible to be offset against other
liabilities of the taxpayer.

The taxpayer may also make a deposit in the nature of a cash bond. The procedures for
making a deposit in the nature of a cash bond are provided in Rev. Proc. 84-58.

A deposit in the nature of a cash bond will stop the running of interest on an amount of
underpayment equal to the deposit, but the deposit does not itself earn interest. A deposit in the
nature of a cash bond is not a payment of tax and is not subject to a claim for credit or refund. A
deposit in the nature of a cash bond may be made for all or part of the disputed liability and
generally may be recovered by the taxpayer prior to a final determination. However, a deposit
in the nature of a cash bond need not be refunded to the extent the Secretary determines that the
assessment or collection of the tax determined would be in jeopardy, or that the deposit should
be applied against another liability of the taxpayer in the same manner as an overpayment of tax.
If the taxpayer recovers the deposit prior to final determination and a deficiency is later
determined, the taxpayer will not receive credit for the period in which the funds were held as a
deposit. The taxable year to which the deposit in the nature of a cash bond relates must be
designated, but the taxpayer may request that the deposit be applied to a different year under
certain circumstances.

House Bill
No provision.

Senate Amendment

In general

The Senate amendment allows a taxpayer to deposit cash with the IRS that the may
subsequently be used to pay an underpayment of income, gift, estate, generation-skipping, or
certain excise taxes. Interest will not be charged on the portion of the underpayment that is paid
by the deposited amount for the period the amount is on deposit. Generally, deposited amounts
that have not been used to pay a tax may be withdrawn at any time if the taxpayer so requests in
writing. The withdrawn amounts will earn interest at the applicable Federal rate to the extent
they are attributable to a disputable tax.

The Secretary may issue rules relating to the making, use, and return of the deposits.

Use of a deposit to offset underpayvments of tax

Any amount on deposit may be used to pay an underpayment of tax that is ultimately
assessed. If an underpayment is paid in this manner, the taxpayer will not be charged
underpayment interest on the portion of the underpayment that is so paid for the period the funds
were on deposit.
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For example, assume a calendar year individual taxpayer deposits $20,000 on May 15,
2005, with respect to a disputable item on its 2004 income tax return. On April 15, 2007, an
examination of the taxpayer’s year 2004 income tax return is comp leted, and the taxpayer and
the IRS agree that the taxable year 2004 taxes were underpaid by $25,000. The $20,000 on
deposit is used to pay $20,000 of the underpayment, and the taxpayer also pays the remaining
$5,000. In this case, the taxpayer will owe underpayment interest from April 15, 2005 (the
original due date of the return) to the date of payment (April 15, 2007) only with respect to the
$5,000 of the underpayment that is not paid by the deposit. The taxpayer will owe underpayment
interest on the remaining $20,000 of the underpayment only from April 15, 2005, to May 15,
2005, the date the $20,000 was deposited.

Withdrawal of amounts

A taxpayer may request the withdrawal of any amount of deposit at any time. The
Secretary must comply with the withdrawal request unless the amount has already been used to
pay tax or the Secretary properly determines that collection of tax is in jeopardy. Interest will be
paid on deposited amounts that are withdrawn at a rate equal to the short-term applicable Federal
rate for the period from the date of deposit to a date not more than 30 days preceding the date of
the check paying the withdrawal. Interest is not payable to the extent the deposit was not
attributable to a disputable tax.

For example, assume a calendar year individual taxpayer receives a 30-day letter showing
a deficiency of $20,000 for taxable year 2004 and deposits $20,000 on May 15, 2006. On April
15, 2007, an administrative appeal is completed, and the taxpayer and the IRS agree that the
2004 taxes were underpaid by $15,000. $15,000 of the deposit is used to pay the underpayment.
In this case, the taxpayer will owe underpayment interest from April 15, 2005 (the original due
date of the return) to May 15, 2006, the date the $20,000 was deposited. Simultaneously with
the use of the $15,000 to offset the underpayment, the taxpayer requests the return of the
remaining amount of the deposit (after reduction for the underpayment interest owed by the
taxpayer from April 15, 2005, to May 15, 2006). This amount must be returned to the taxpayer
with interest determined at the short-term applicable Federal rate from the May 15, 2006, to a
date not more than 30 days preceding the date of the check repaying the deposit to the taxpayer.

Limitation on amounts for which interest mav be allowed

Interest on a deposit that is returned to a taxpayer shall be allowed for any period only to
the extent attributable to a disputable item for that period. A disputable item is any item for
which the taxpayer 1) has a reasonable basis for the treatment used on its return and 2)
reasonably believes that the Secretary also has a reasonable basis for disallowing the taxpayer’s
treatment of such item.

All items included in a 30-day letter to a taxpayer are deemed disputable for this purpose.
Thus, once a 30-day letter has been issued, the disputable amount cannot be less than the amount
of the deficiency shown in the 30-day letter. A 30-day letter is the first letter of proposed
deficiency that allows the taxpayer an opportunity for administrative review in the Internal
Revenue Service Office of Appeals. ‘
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Deposits are not pavments of tax

A deposit is not a payment of tax prior to the time the deposited amount is used to pay a
tax. Thus, the interest received on withdrawn deposits will not be eligible for the proposed
exclusion from income of an individual. Similarly, withdrawal of a deposit will not establish a
period for which interest was allowable at the short-term applicable Federal rate for the purpose
of establishing a net zero interest rate on a similar amount of underpayment for the same period.

Effective date

The Senate amendment provision applies to deposits made after the date of enactment.
Amounts already on deposit as of the date of enactment are treated as deposited (for purposes of
applying this provision) on the date the taxpayer identifies the amount as a deposit made
pursuant to this provision.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

13. Clarification of rules for payment of estimated tax for certain deemed asset sales
(sec. 363 of the Senate amendment and sec. 338 of the Code)

Present Law

In certain circumstances, taxpayers can make an election under section 338(h)(10) to treat
a qualifying purchase of 80 percent of the stock of a target corporation by a corporation from a
corporation that is a member of an affiliated group (or a qualifying purchase of 80 percent of the
stock of an S corporation by a corporation from S corporation shareholders) as a sale of the
assets of the target corporation, rather than as a stock sale. The election must be made jointly by
the buyer and seller of the stock and is due by the 15" day of the ninth month beginning after the
month in which the acquisition date occurs. An agreement for the purchase and sale of stock
often may contain an agreement of the parties to make a section 338(h)(10) election.

Section 338(a) also permits a unilateral election by a buyer corporation to treat a qualified
stock purchase of a corporation as a deemed asset acquisition, whether or not the seller of the
stock is a corporation (or an S corporation is the target). In such a case, the seller or sellers
recognize gain or loss on the stock sale (including any estimated taxes with respect to the stock
sale), and the target corporation recognizes gain or loss on the deemed asset sale.

Section 338(h)(13) provides that, for purposes of section 6655 (relating to additions to tax
for failure by a corporation to pay estimated income tax), tax attributable to a deemed asset sale
under section 338(a)(1) shall not be taken into account.

House Bill

No provision.
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Senate Amendment

The Senate amendment clarifies section 338(h)(13) to provide that the exception for
estimated tax purposes with respect to tax attributable to a deemed asset sale does not apply with
respect to a qualified stock purchase for which an election is made under section 338(h)(10).

Under the Senate amendment, if a transaction eligible for the election under section
338(h)(10) occurs, estimated tax would be determined based on the stock sale unless and until
there is an agreement of the parties to make a section 338(h)(10) election.

If at the time of the sale there is an agreement of the parties to make a section 338(h)(10)
election, then estinated tax is computed based on an asset sale. If the agreement to make a
section 338(h)(10) election is concluded after the stock sale, such that the original computation
was based on a stock sale, estimated tax is recomputed based on the asset sale election.

No inference is intended as to present law.

Effective date —The Senate amendment is effective for transactions that occur after the
date of enactment of the provision.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

14. Limit deduction for charitable contributions of patents and similar property (sec. 364 of
the Senate amendment and sec. 170 of the Code)

Present Law

In general, a deduction is permitted for charitable contributions, subject to certain
limitations that depend on the type of taxpayer, the property contributed, and the donee
organization.”' The amount of deduction generally equals the fair market value of the
contributed cash or property on the date of the contribution.

For certain contributions of property, the taxpayer is required to reduce the deduction
amount by any gain, generally resulting in a deduction equal to the taxpayer’s basis. This rule
applies to contributions of: (1) property that, at the time of contribution, would have resulted in
short-term capital gain if the property was sold by the taxpayer on the contribution date; (2)
tangible personal property that is used by the donee in a manner unrelated to the donee’s exempt
(or governmental) purpose; and (3) property to or for the use of a private foundation (other than a
foundation defined in section 170(b)(1)(E)).

Charitable contributions of capital gain property generally are deductible at fair market
value. Capital gain property means any capital asset or property used in the taxpayer’s trade or

#! Charitable deductions are provided for income, estate, and gift tax purposes. Secs.
170, 2055, and 2522, respectively.

150



business the sale of which at its fair market value, at the time of contribution, would have
resulted in gain that would have been long-term capital gain. Contributions of capital gain
property are subject to different percentage limitations than other contributions of property.

House Bill
No provision.

Senate Amendment

The Senate amendment provision provides that the amount of the deduction for charitable
contributions of patents, copyrights, trademarks, trade names, trade secrets, know-how, software,
similar property, or applications or registrations of such property may not exceed the taxpayer’s
basis in the contributed property.

The Senate amendment provision provides the Secretary of the Treasury with the
authority to issue regulations or other guidance to prevent avoidance of the purposes of the
provision. In general, the provision is intended to prevent taxpayers from claiming a deduction
in excess of basis with respect to charitable contributions of patents or similar property. A
taxpayer would contravene the purposes of the provision, for example, by engaging in
transactions or other activity that manipulated the basis of the contributed property or changed
the form of the contributed property in order to increase the amount ofthe deduction. This might
occur, for instance, if a taxpayer, for the purpose of claiming a larger deduction, engaged in
activity that increased the basis of the contributed property by using related parties, pass-thru
entities, or other intermediaries or means. The purpose of the provision also would be abused if
a taxpayer changed the form of the property by, for example, embedding the property into a
product, contributing the product, and claiming a fair market value deduction based in part on the
fair market value of the embedded property. In such a case, any guidance issued by the
Secretary of the Treasury may provide that the taxpayer is required to separate the embedded
property from the related product and treat the charitable contribution as contributions of distinct
properties, with each property subject to the applicable deduction rules.

Effective date.—The Senate amendment provision is effective for contributions made after
May 7, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
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15. Extension of provision permitting qualified transfers of excess pension assets to retiree
health accounts (sec. 365 of the Senate amendment, sec. 420 of the Code, and secs. 101, 403,
and 408 of ERISA)

Present Law

Defined benefit plan assets generally may not revert to an employer prior to termination
of the plan and satisfaction of all plan liabilities. In addition, a reversion may occur only if the
plan so provides. A reversion prior to plan termination may constitute a prohibited transaction
and may result in plan disqualification. Any assets that revert to the employer upon plan
termination are includible in the gross income of the employer and subject to an excise tax. The
excise tax rate is 20 percent if the employer maintains a replacement plan or makes certain
benefit increases in connection with the termination; if not, the excise tax rate is 50 percent.
Upon plan termination, the accrued benefits of all plan participants are required to be 100-
percent vested.

A pension plan may provide medical benefits to retired employees through a separate
account that is part of such plan. A qualified transfer of excess assets of a defined benefit plan to
such a separate account within the plan may be made in order to fund retiree health benefits.*?

A qualified transfer does not result in plan disqualification, is not a prohibited transaction, and is
not treated as a reversion. Thus, transferred assets are not includible in the gross income of the
employer and are not subject to the excise tax on reversions. No more than one qualified transfer
may be made in any taxable year.

Excess assets generally means the excess, if any, of the value of the plan’s assets®” over

the greater of (1) the plan’s full funding limit* or (2) 125 percent of the plan’s current liability.
In addition, excess assets transferred in a qualified transfer may not exceed the amount
reasonably estimated to be the amount that the employer will pay out of such account during the
taxable year of the transfer for qualified current retiree health liabilities. No deduction is allowed
to the employer for (1) a qualified transfer or (2) the payment of qualified current retiree health
liabilities out of transferred funds (and any income thereon).

Transferred assets (and any income thereon) must be used to pay qualified current retiree
health liabilities for the taxable year of the transfer. Transferred amounts generally must benefit
pension plan participants, other than key employees, who are entitled upon retirement to receive

2 Qec. 420.

** The value of plan assets for this purpose is the lesser of fair market value or actuarial
value.

** A plan’s full funding limit is the lesser of (1) for years beginning before January 1,

2004, the applicable percentage of current liability and (2) the plan’s accrued liability. The
applicable percentage of current liability is 170 percent for 2003. The current liability full
funding limit is repealed for years beginning after 2003. Under the general sunset provision of
EGTRRA, the limit is reinstated for years after 2010.
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retiree medical benefits through the separate account. Retiree health benefits of key employees
may not be paid out of transferred assets.

Amounts not used to pay qualified current retiree health liabilities for the taxable year of
the transfer are to be returned to the general assets of the plan. These amounts are not includible
in the gross income of the employer, but are treated as an employer reversion and are subject to
the 20-percent reversion tax.

In order for the transfer to be qualified, accrued retirement benefits under the pension
plan generally must be 100-percent vested as if the plan terminated immediately before the
transfer (or in the case of a participant who separated in the one-year period ending on the date of
the transfer, immediately before the separation).

In order for a transfer to be qualified, the employer generally must maintain retiree health
benefit costs at the same level for the taxable year of the transfer and the following four years.

In addition, the Employee Retirement Income Security Act of 1974 (“ERISA”) provides
that, at least 60 days before the date of a qualified transfer, the employer must notify the
Secretary of Labor, the Secretary of the Treasury, employee representatives, and the plan
administrator of the transfer, and the plan administrator must notify each plan participant and
beneficiary of the transfer.””

No qualified transfer may be made after December 31, 2005.
House Bill
No provision.

Senate Amendment

The Senate amendment allows qualified transfers of excess defined benefit plan assets
through December 31, 2013.

Effective date.—The Senate amendment provision is effective on the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

5 ERISA sec. 101(e). ERISA also provides that a qualified transfer is not a prohibited

transaction under ERISA or a prohibited reversion.
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16. Proration rules for life insurance business of property and casualty insurance
companies (sec. 366 of the Senate amendment and sec. 832 of the Code)

Present Law

Life insurance company proration rules

A life insurance company is subject to tax on its life insurance company taxable income
(LICTI) (sec. 801). LICTI is life insurance gross income reduced by life insurance deductions.
For this purpose, a life insurance company includes in gross income any net decrease in reserves,
and deducts a net increase in reserves. Because deductible reserve increases might be viewed as
being funded proportionately out of taxable and tax-exempt income, the net increase and net
decrease in reserves are computed by reducing the ending balance of the reserve items by the
policyholders' share of tax-exempt interest (secs. 807(b)(2)(B) and (b)(1)(B)). Similarly, a life
insurance company is allowed a dividends-received deduction for intercorporate dividends from
nonaffiliates only in proportion to the company's share of such dividends (secs. 805(a)(4), 812).
Fully deductible dividends from affiliates are excluded from the application of this proration
formula, if such dividends are not themselves distributions from tax-exempt interest or from
dividend income that would not be fully deductible if received directly by the taxpayer. In
addition, the proration rule includes in prorated amounts the increase for the taxable year in
policy cash values of life insurance policies and annuity and endowment contracts.

Property and casualty insurance company proration rules

The taxable income of a property and casualty insurance company is determined as the
sum of its underwriting income and investment income (as well as gains and other income
items), reduced by allowable deductions (sec. 832). Underwriting income means premiums
earned during the taxable year less losses incurred and expenses incurred. In calculating its
reserve for losses incurred, a property and casualty insurance company must reduce the amount
of losses incurred by 15 percent of (1) the insurer's tax-exempt interest, (2) the deductible portion
of dividends received (with special rules for dividends from affiliates), and (3) the increase for
the taxable year in the cash value of life insurance, endowment or annuity contract (sec.
832(b)(5)(B)).

This 15-percent proration requirement was enacted in 1986. The reason the provision was
adopted was Congress' belief that “it is not appropriate to fund loss reserves on a fully deductible
basis out of income which may be, in whole or in part, exempt from tax. The amount of the
reserves that is deductible should be reduced by a portion of such tax-exempt income to reflect
the fact that reserves are generally funded in part from tax-exempt interest or from wholly or
partially deductible dividends.”**®

@ H. R. Rep. No. 99-426, Report of the Committee on Ways and Means on H.R. 3838,
The Tax Reform Act of 1985 (99th Cong., 1st Sess.,), 670.
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Property and casualty insurance companies with life insurance reserves

Present law provides that a life insurance company means an insurance company engaged
in the business of issuing life insurance, annuity, or noncancellable accident and health
insurance, provided its reserves meet a 50-percent threshhold for its reserves (sec. 816). More
than 50 percent of its reserves must constitute life insurance reserves or reserves for
noncancellable accident and health policies. An insurance company that does not meet this 50-
percent threshhold for reserves generally is subject to tax as a property and casualty insurance
company. In determining the amount of premiums earned for purposes of calculating its taxable
income, a property and casualty insurance company includes in unearned premiums the amount
of life insurance reserves determined under the rules applicable to life insurance companies
(secs. 832(b)(4), 807).

House Bill
No provision.

Senate Amendment

The Senate amendment provision provides that the life insurance company proration
rules, rather than the property and casualty insurance proration rules, apply with respect to life
insurance reserves of a property and casualty company.

Specifically, the Senate amendment provision provides that any deduction attributable to
life insurance reserves included in unearned premiums of a property and casualty company under
section 832(b)(4) is reduced in the same manner as dividends received deductions of a life
insurance company are reduced under the proration rules of section 805(a)(4).*” In applying the
policyholder's share and the company's share under this reduction, section 812 applies with
respect to the life insurance business of the property and casualty company. For purposes of
applying section 812(d), only the gross investment income attributable to the life insurance
reserves referred to in section 832(b)(4) are taken into account. It is expected that Treasury will
provide guidance as to reasonable methods of attributing gross investment income to such life
insurance reserves.

Effective date.~The Senate amendment provision is effective for taxable years beginning
after December 31, 2003.

Conference Agsreement

The conference agreement does not include the Senate amendment provision.

»7As under present law, the reserve deduction determined under section 807 for life
insurance reserves included in unearned premiums is reduced by the policyholder's share of tax-
exempt interest and of the increase in policy cash values (sec. 807 (b)(1)(B)).

155



17. Modify treatment of transfers to creditors in divisive reorganizations (sec. 367 of the
Senate amendment and secs. 357 and 361 of the Code)

Present Law

Section 355 of the Code permits a corporation (“distributing”) to separate its businesses
by distributing a subsidiary tax-free, if certain conditions are met. In cases where the distributing
corporation contributes property to the corporation (“controlled’) that is to be distributed, no gain
or loss is recognized if the property is contributed solely in exchange for stock or securities of
the controlled corporation (which are subsequently distributed to distributing’s shareholders).
The contribution of property to a controlled corporation that is followed by a distribution of its
stock and securities may qualify as a reorganization described in section 368(a)(1)(D). That
section also applies to certain transactions that do not involve a distribution under section 355
and that are considered ‘acquisitive” rather than “divisive” reorganizations.

The contribution in the course of a divisive section 368(a)(1)(D) reorganization is also
subject to the rules of section 357(c). That section provides that the transferor corporation will
recognize gain if the amount of liabilities assumed by controlled exceeds the basis of the
property transferred to it.

Because the contribution transaction in connection with a section 355 distribution is a
reorganization under section 368(a)(1)(D), it is also subject to certain rules applicable to both
divisive and acquisitive reorganizations. One such rule, in section 361(b), states that a transferor
corporation will not recognize gain if it receives money or other property and distributes that
money or other property to its shareholders or creditors. The amount of property that may be
distributed to creditors without gain recognition is unlimited under this provision.

House Bill
No provision.

Senate Amendment

The Senate amendment limits the amount of money or other property that a distributing
corporation can distribute to its creditors without gain recognition under section 361(b) to the
amount of the basis of the assets contributed to a controlled corporation in a divisive
reorganization. In addition, the Senate amendment provides that acquisitive reorganizations
under section 368(a)(1)(D) are no longer subject to the liabilities assumption rules of section
357(c).

Effective date.—The Senate amendment provision is effective for transactions on or after
the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
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18. Taxation of minor children (sec. 368 of the Senate amendment and sec. 1 of the Code)
Present Law

Filing requirements for children

Single unmarried individuals eligible to be claimed as a dependent on another taxpayer’s
return generally must file an individual income tax return if he or she has (1) earned income only
over $4,750 (for 2003), (2) unearned income only over the minimum standard deduction amount
for dependents ($750 in 2003), or (3) both earned income and unearned income totaling more
than the smaller of (a) $4,750 (for 2003) or (b) the larger of (i) $750 (for 2003), or (ii) earned
income plus $250.®® Thus, if a dependent child has less than $750 in gross income, the child
does not have to file an individual income tax return for 2003.

A child who cannot be claimed as a dependent on another person’s tax return (e.g.,
because the support test is not satisfied by any other person) is subject to the generally applicable
filing requirements. That is, such an individual generally must file a return if the individual’s
gross income exceeds the sum of the standard deduction and the personal exemption amounts
applicable to the individual.

Taxation of unearned income of minor children

Special rules apply to the unearned income of a child under age 14. These rules,
generally referred to as the “kiddie tax,” tax certain unearned income of a child at the parent’s
rate, regardless of whether the child can be claimed as a dependent on the parent’s return.”” The
kiddie tax applies if: (1) the child has not reached the age of 14 by the close of the taxable year,
(2) the child’s investment income was more than $1,500 (for 2003) and (3) the child is required
to file a return for the year. The kiddie tax applies regardless of the source of the property
generating the income or when the property giving rise to the income was transferred to or
otherwise acquired by the child. Thus, for example, the kiddie tax may apply to income from
property acquired by the child with compensation derived from the child’s personal services or
from property given to the child by someone other than the child’s parent.

The kiddie tax is calculated by computing the “allocable parental tax.” This involves
adding the net unearned income of the child to the parent’s income and then applying the
parent’s tax rate. A child’s “net unearned income” is the child’s unearned income less the sum
of (1) the minimum standard deduction allowed to dependents ($750 for 2003), and (2) the
greater of (a) such minimum standard deduction amount or (b) the amount of allowable itemized

8 Sec. 6012(a)(1)(C). Other filing requirements apply to dependents who are married,
elderly, or blind. See, Internal Revenue Service, Publication 929, Tax Rules for Children and
Dependents, at 3, Table 1 (2002).

0 Sec. 1(g).
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deductions that are directly connected with the production of the unearned income.*® A child’s
net unearned income cannot exceed the child’s taxable income.

The allocable parental tax equals the hypothetical increase in tax to the parent that results
from adding the child’s net unearned income to the parent’s taxable income. If a parent has more
than one child subject to the kiddie tax, the net unearned income of all children is combined, and
a single kiddie tax is calculated. Each child is then allocated a proportionate share of the
hypothetical increase.

If the parents file a joint return, the allocable parental tax is calculated using the income
reported on the joint return. In the case of parents who are married but file separate returns, the
allocable parental tax is calculated using the income of the parent with the greater amount of
taxable income. In the case of unmarried parents, the child’s custodial parent is the parent whose
taxable income is taken into account in determining the child’s liability. If the custodial parent
has remarried, the stepparent is treated as the child’s other parent. Thus, if the custodial parent
and stepparent file a joint return, the kiddie tax is calculated using that joint return. If the
custodial parent and stepparent file separate returns, the return of the one with the greater taxable
income is used. If the parents are unmarried but lived together all year, the return of the parent
with the greater taxable income is used. *"'

Unless the parent elects to include the child’s income on the parent’s return (as described
below) the child files a separate return. In this case, items on the parent’s return are not affected
by the child’s income. The total tax due from a child is the greater of:

(1) the sum of (a) the tax payable by the child on the child’s earned income plus (b) the
allocable parental tax or;

(2) the tax on the child’s income without regard to the kiddie tax provisions.

Parental election to include child’s unearned income

Under certain circumstances, a parent may elect to report a child’s unearned income on
the parent’s return. If the election is made, the child is treated as having no income for the year
and the child does not have to file a return. The requirements for the election are that:

(1) the child has gross income only from interest and dividends (including capital
gains distributions and Alaska Permanent Fund Dividends);*"

% Sec. 1(g)(4).

1 Sec. 1(g)(5); Internal Revenue Service, Publication 929, Tax Rules for Children and
Dependents, at 6 (2002).

2 Ynternal Revenue Service, Publication 929, Tax Rules Jfor Children and Dependents,
at 7 (2002).
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(2) such income is more than the minimum standard deduction amount for
dependents ($750 in 2003) and less than 10 times that amount;

(3) no estimated tax payments for the year were made in the child's name and
taxpayer identification number;

4) no backup withholding occurred; and
(%) the child 1s required to file a return if the parent does not make the election.

Only the parent whose return must be used when calculating the kiddie tax may make the
election. The parent includes in income the child's gross income in excess of twice the minimum
standard deduction amount for dependents (i.e., the child’s gross income in excess of $1,500 for
2003). This amount is taxed at the parent’s rate. The parent also must report an additional tax
liability equal to the lesser of: (1) $75 (in 2003), or (2) 10 percent of the child’s gross income
exceeding the child’s standard deduction ($750 in 2003).

Including the child’s income on the parent’s return can affect the parent’s deductions and
credits that are based on adjusted gross income, as well as income-based phaseouts, limitations,
and floors.*” In addition, certain deductions that the child would have been entitled to take on
his or her own return are lost.”™ Further, if the child received tax-exempt interest from a private
activity bond, that item is considered a tax preference of the parent for alternative minimum tax

305
purposes. "

Taxation of child’s compensation for services

Compensation for a child’s services, even though not retained by the child, is considered
the gross income of the child, not the parent, even if the compensation is not received by the
child (e.g. is the parent’s income under local law).** If the child’s income tax is not paid,
however, an assessment against the child will be considered as also made against the parent to
the extent the assessment is attributable to amounts received for the child’s services.’””

House Bill

No provision.

> Internal Revenue Service, Publication 929, Tax Rules for Children and Dependents,
at 8 (2002).

% Internal Revenue Service, Publication 929, Tax Rules for Children and Dependents,
at 7 (2002).

0 Sec. 1(g)(7)(B).
% Sec. 73(a).

7 Sec. 6201(c).
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Senate Amendment

The Senate amendment provision increases the age of minors to which the kiddie tax
provisions apply from under 14 to under 18.

Effective date.—The Senate amendment provision is effective for taxable years beginning
after December 31, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

19. Provide consistent amortization period for intangibles (sec. 369 of the Senate
amendment and secs. 195, 248, and 709 of the Code)

Present Law

At the election of the taxpayer, start-up expenditures®® and organizational
expenditures™” may be amortized over a period of not less than 60 months, beginning with the
month in which the trade or business begins. Start-up expenditures are amounts that would have
been deductible as trade or business expenses, had they not been paid or incurred before business
began. Organizational expenditures are expenditures that are incident to the creation of a
corporation (sec. 248) or the organization of a partnership (sec. 709), are chargeable to capital,
and that would be eligible for amortization had they been paid or incurred in connection with the
organization of a corporation or partnership with a limited or ascertainable life.

Treasury regulations*'’ require that a taxpayer file an election to amortize start-up
expenditures no later than the due date for the taxable year in which the trade or business begins.
The election must describe the trade or business, indicate the period of amortization (not less
than 60 months), describe each start-up expenditure incurred, and indicate the month in which
the trade or business began. Similar requirements apply to the election to amortize
organizational expenditures. A revised statement may be filed to include start-up and
organizational expenditures that were not included on the original statement, but a taxpayer may
not include as a start-up expenditure any amount that was previously claimed as a deduction.

Section 197 requires most acquired intangible assets (such as goodwill, trademarks,
franchises, and patents) that are held in connection with the conduct of a trade or business or an
activity for the production of income to be amortized over 15 years beginning with the month in
which the intangible was acquired.

% Qec. 195
399 Qecs. 248 and 709.

319 Treas. Reg. sec. 1.195-1.
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House Bill
No provision.

Senate Amendment

The Senate amendment modifies the treatment of start-up and organizational expeditures.
A taxpayer would be allowed to elect to deduct up to $5,000 each of start-up and organizational
expenditures in the taxable year in which the trade or business begins. However, each $5,000
amount is reduced (but not below zero) by the amount by which the cumulative cost of start-up
or organizational expenditures exceeds $50,000, respectively. Start-up and organizational
expenditures that are not deductible in the year in which the trade or business begins would be
amortized over a 15-year period consistent with the amortization period for section 197
intangibles.

Effective date.—The Senate amendment provision is effective for start-up and
organizational expenditures incurred after the date of enactment. Start-up and organizational
expenditures that are incurred on or before the date of enactment would continue to be eligible to
be amortized over a period not to exceed 60 months. However, all start-up and organizational
expenditures related to a particular trade or business, whether incurred before or after the date of
enactment, would be considered in determining whether the cumulative cost of start-up or
organizational expenditures exceeds $50,000.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

20. Clarify definition of nonqualified preferred stock (sec. 370 of the Senate amendment
and sec. 351 of the Code)

Present Law

The Taxpayer Relief Act of 1997 amended sections 351, 354, 355, 356, and 1036 to treat
“nonqualified preferred stock™ as boot in corporate transactions, subject to certain exceptions.
For this purpose, preferred stock is defined as stock that is “limited and preferred as to dividends
and does not participate in corporate growth to any significant extent.” Nonqualified preferred
stock is defined as any preferred stock if (1) the holder has the right to require the issuer or a
related person to redeem or purchase the stock, (2) the issuer or a related person is required to
redeem or purchase, (3) the issuer or a related person has the right to redeem or repurchase, and,
as of the issue date, it is more likely than nor that such right will be exercised, or (4) the dividend
rate varies in whole or in part (directly or indirectly) with reference to interest rates, commodity
prices, or similar indices, regardless of whether such varying rate is provided as an express term
of the stock (as in the case of an adjustable rate stock) or as a practical result of other aspects of
the stock (as in the case of auction stock). For this purpose, clauses (1), (2), and (3) apply if the
right or obligation may be exercised within 20 years of the issue date and is not subject to a
contingency which, as of the issue date, makes remote the likelihood of the redemption or
purchase.
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House Bill
No provision.

Senate Amendment

The Senate amendment provision clarifies the definition of nonqualified preferred stock
to ensure that stock for which there is not a real and meaningful likelihood of actually
participating in the earnings and profits of the corporation is not considered to be outside the
definition of stock that is limited and preferred as to dividends and does not participate in
corporate growth to any significant extent.

As one example, instruments that are preferred on liquidation and that are entitled to the
same dividends as may be declared on common stock do not escape being nonqualified preferred
stock by reason of that right if the corporation does not in fact pay dividends either to its
common or preferred stockholders. As another example, stock that entitles the holder to a
dividend that is the greater of 7 percent or the dividends common shareholders receive does not
avoid being preferred stock if the common shareholders are not expected to receive dividends
greater than 7 percent.

No inference is intended as to the characterization of stock under present law that has
terms providing for unlimited dividends or participation rights but, based on all the facts and
circumstances, is limited and preferred as to dividends and does not participate in corporate
growth to any significant extent.

Effective date.—The Senate amendment provision is effective for transactions after May
14, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

21. Establish specific class lives for utility grading costs (sec. 371 of the Senate amendment
and sec. 168 of the Code)

Present Law

A taxpayer is allowed a depreciation deduction for the exhaustion, wear and tear, and
obsolescence of property that is used in a trade or business or held for the production of income.
For most tangible property placed in service after 1986, the amount of the depreciation deduction
is determined under the modified accelerated cost recovery system (MACRS) using a statutorily
prescribed depreciation method, recovery period, and placed in service convention. For some
assets, the recovery period for the asset is provided in section 168. In other cases, the recovery
period of an asset is determined by reference to its class life. The class lives of assets placed in
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service after 1986 are generally set forth in Revenue Procedure 87-56.>"" If no class life is
provided, the asset is allowed a 7-year recovery period under MACRS.

Assets that are used in the transmission and distribution of electricity for sale are included
in asset class 49.14, with a class life of 30 years and a MACRS recovery period of 20 years. The
cost of initially clearing and grading land improvements are specifically excluded from asset
class 49.14. Prior to adoption of the accelerated cost recovery system, the IRS ruled that an
average useful life of 84 years for the initial clearing and grading relating to electric transmission
lines and 46 years for the initial clearing and grading relating to electric distribution lines, would
be accepted. However, the result in this ruling was not incorporated in the asset classes included
in Rev. Proc. 87-56 or its predecessors. Accordingly such costs are depreciated over a 7-year
recovery period under MACRS as assets for which no class life is provided.

A similar situation exists with regard to gas utility trunk pipelines and related storage
facilities. Such assets are included in asset class 49.24, with a class life of 22 years and a
MACRS recovery period of 15 years. Initial clearing and grade improvements are specifically
excluded from the asset class, and no separate asset class is provided for such costs.
Accordingly, such costs are depreciated over a 7-year recovery period under MACRS as assets
for which no class life is provided.

House Bill
No provision.

Senate Amendment

The Senate amendment assigns a class life to depreciable electric and gas utility clearing
and grading costs incurred to locate transmission and distribution lines and pipelines. The
provision includes these assets in the asset classes of the property to which the clearing and
grading costs relate (generally, asset class 49.14 for electric utilities and asset class 49.24 for gas
utilities, giving these assets a recovery period of 20 years and 15 years, respectively).

Effective date.—The Senate amendment provision is effective for electric and gas utility
clearing and grading costs incurred after the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

11 1987-2 C.B. 674 (as clarified and modified by Rev. Proc. 88-22, 1988-1 C.B. 785).
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22. Prohibition on nonrecognition of gain through complete liquidation of holding company
(sec. 372 of the Senate amendment and secs. 331 and 332 of the Code)

Present Law

A U.S. corporation owned by foreign persons is subject to U.S. income tax on its net
income. In addition, the earnings of the U.S. corporation are subject to a second tax, when
dividends are paid to the corporation's shareholders.

In general, dividends paid by a U.S. corporation to nonresident alien individuals and
foreign corporations that are not effectively connected with a U.S. trade or business are subject
to a U.S. withholding tax on the gross amount of such income at a rate of 30 percent. The 30-
percent withholding tax may be reduced pursuant to an income tax treaty between the United
States and the foreign country where the foreign person is resident.

In addition, the United States imposes a branch profits tax on U.S. earnings of a foreign
corporation that are shifted out of a U.S. branch of the foreign corporation. The branch profits
tax is comparable to the second-level taxes imposed on dividends paid by a U.S. corporation to
foreign shareholders. The branch profits tax is 30 percent (subject to possible income tax treaty
reduction) of a foreign corporation's dividend equivalent amount. The “dividend equivalent
amount” generally is the earnings and profits of a U.S. branch of a foreign corporation
attributable to its income effectively connected with a U.S. trade or business.

In general, U.S. withholding tax is not imposed with respect to a distribution of a U.S.
corporation's earnings to a foreign corporation in complete liquidation of the subsidiary, because
the distribution is treated as made in exchange for stock and not as a dividend. In addition,
detailed rules apply for purposes of exempting foreign corporations from the branch profits tax
for the year in which it completely terminates its U.S. business conducted in branch form. The
exemption from the branch profits tax generally applies if, among other things, for three years
after the termination of the U.S. branch, the foreign corporation has no income effectively
connected with a U.S. trade or business, and the U.S. assets of the terminated branch are not used
by the foreign corporation or a related corporation in a U.S. trade or business.

Regulations under section 367(e) provide that the Commissioner may require a domestic
liquidating corporation to recognize gain on distributions in liquidation made to a foreign
corporation if a principal purpose of the liquidation is the avoidance of U.S. tax. Avoidance of
U.S. tax for this purpose includes, but is not limited to, the distribution of a liquidating
corporation’s earnings and profits with a principal purpose of avoiding U.S. tax.

House Bill
No provision.

Senate Amendment

The Senate amendment generally would treat as a dividend any distribution of earnings
by a U.S. holding company to a foreign corporation in a complete liquidation, if the U.S. holding
company was in existence for less than five years
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Effective date.—The Senate amendment would be effective for liquidations and
terminations occurring on or after the date of enactment.

Conference Asreement

The conference agreement does not include the Senate amendment provision.

23. Lease term to include certain service contracts (sec. 373 of the Senate amendment and
sec. 168 of the Code)

Present Law

Under present law, "tax-exempt use property" must be depreciated on a straight-line basis
over a recovery period equal to the longer of the property's class life or 125 percent of the lease
term.*'? For purposes of this rule, "tax-exempt use property" is property that is leased (other than
under a short-term lease) to a tax-exempt entity.”” For this purpose, the term "tax-exempt
entity" includes Federal, state and local governmental units, charities, and, foreign entities or

314
persons.”’

In determining the length of the lease term for purposes of the 125 percent calculation, a
number of special rules apply. In addition to the stated term of the lease, the lease term includes:
(1) any additional period of time in the realistic contemplation of the parties at the time the
property is first put in service; (2) any additional period of time for which either the lessor or
lessee has the option to renew the lease (whether or not it is expected that the option will be
exercised); (3) any additional period of any successive leases which are part of the same
transaction (or series of related transactions) with respect to the same or substantially similar
property; and (4) any additional period of time (even if the lessee may not continue to be the
lessee during that period), if the lessee (a) has agreed to make a payment in the nature of rent
with respect to such period or (b) has assumed or retained any risk of loss with respect to such
property for such period.

Tax-exempt use property does not include property that is used by a taxpayer to provide a
service to a tax-exempt entity. So long as the relationship between the parties is a bona fide
service contract, the taxpayer will be allowed to depreciate the property used in satisfying the
contract under normal MACRS rules, rather than the rules applicable to tax-exempt use property.

House Bill

No provision.

12 Sec. 168(2)(3)(A).
35 Gec. 168(h)(1).

31 Sec. 168(h)(2).
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Senate Amendment

The Senate amendment requires lessors of tax-exempt use property to include the term of
optional service contracts and other similar arrangements in the lease term for purposes of
determining the recovery period.

Effective date.—The Senate amendment provision is effective for leases and other similar
arrangements entered into after the date of enactment. No inference is intended with respect to
the tax treatment of leases and other similar arrangements entered into before such date.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

24. Exclusion of like-kind exchange property from nonrecognition treatment on the sale or
exchange of a principal residence (sec. 374 of the Senate amendment and sec. 121 of the
Code)

Present Law

Under present law, a taxpayer may exclude up to $250,000 ($500,000 if married filing a
joint return) of gain realized on the sale or exchange ofa principal residence.’”” To be eligible
for the exclusion, the taxpayer must have owned and used the residence as a principal residence
for at least two of the five years prior to the sale or exchange. A taxpayer who fails to meet these
requirements by reason of a change of place of employment, health, or, to the extent provided
under regulations, unforeseen circumstances is able to exclude an amount equal to the fraction of
the $250,000 ($500,000 if married filing a joint return) that is equal to the fraction of the two
years that the ownership and use requirements are met. There are no special rules relating to the
sale or exchange of a principal residence that was acquired in a like-kind exchange within the
prior five years.

House Bill
No provision.

Senate Amendment

The Senate amendment provides that the exclusion for gain on the sale or exchange of a
principal residence does not apply if the principal residence was acquired in a like-kind exchange
in which any gain was not recognized within the prior five years.

Effective date —~The Senate amendment provision is effective for sales or exchanges of
principal residences after the date of enactment.

35 Qec. 121.
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Conference Agreement

The conference agreement does not include the Senate amendment provision.
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F. Other Provisions
1. Temporary State and local fiscal relief (sec. 381 of the Senate amendment)
Present Law
No provision.
House Bill
No provision.

Senate Amendment

The Senate amendment extends relief to States by establishing a temporary fund to
provide $10 billion, divided among State and local governments, to be used for health care,
education or job training; transportation or infrastructure; law enforcement or public safety; and
other essential governmental services, and $10 billion for Medicaid (FMAP).

Effective date.—~The Senate amendment provision is effective on the date of enactment.

Conference Agreement

The conference agreement provides relief to States by establishing a temporary fund to
provide $10 billion divided among the States to be used for essential government services, and
$10 billion for Medicaid (FMAP). Nothing in this subsection shall be construed to preclude
consideration of reforms to improve the Medicaid program.

Effective date.—The Senate amendment provision is effective on the date of enactment.

2. Review of State agency blindness and disability determinations (sec. 382 of the Senate
amendment)

Present Law

State agencies are required to conduct blindness and disability determinations to establish
an individual’s eligibility for: (1) Title II (Federal Old-Age, Survivors, and Disability Insurance
(OASDI) benefits); and (2) Title XVI (Supplemental Security Income (SSI)). Disability
determinations are made in accordance with disability criteria defined in statute as well as
standards promulgated under regulations or other guidance.

Under present law, the Commissioner of Social Security is required to review the State
agencies’ Title II initial blindness and disability determinations in advance of awarding payment
to individuals determined eligible. This requirement for review is met when: (1) at least 50
percent of all such determinations have been reviewed, or (2) other such determinations have
been reviewed as necessary to ensure a high level of accuracy. Under present law, there is no
similar review for Title XVI.
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House Bill
No provision.

Senate Amendment

The Senate amendment extends the initial review requirements for Title XVI SSI
blindness and disability determinations with those currently required under Title II.

Effective date.—The Senate amendment provision is effective on effective on October 1,
2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

3. Prohibition on use of SCHIP funds to provide coverage for childless adults (sec. 383 of
the Senate amendment)

Present Law

Title XXI of the Social Security Act provides states with allocations to provide health
insurance for children through State Children Health Insurance Program (SCHIP). In this
statute, Congress specified that SCHIP allocations could only be used “to enable [States] to
initiate and expand the provision of child health assistance to uninsured, low-income children in
an effective and efficient manner.”*'

House Bill
No provision.

Senate Amendment

The Senate amendment clarifies that SCHIP funds cannot be used for childless adults.
Effective date.—The Senate amendment provision is effective on the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

316 Qocial Security Act section 2101(a).
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4. Increase Medicaid payments to states with extremely low disproportionate share
hospitals (sec. 384 of the Senate amendment)

Present Law

Since 1981, States have been required to recognize, in establishing their Medicaid
payment rates, the situation of hospitals that serve a disproportionate number of Medicaid
beneficiaries and low-income patients. These hospitals are known as Disproportionate Share
Hospitals (“DSH”). In State defined as extremely low DSH States, DSH payments are statutorily
capped at one percent.

House Bill
No provision.

Senate Amendment

The Senate amendment increases the one percent cap on Medicaid payments to States
defined as extremely low DSH States. The amendment increases that cap to three percent for
fiscal year 2004. Twenty states benefit from this provision.

Effective date.—The Senate amendment provision is effective on the date of enactment for
payments made in fiscal year 2004.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
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V1. SMALL BUSINESS AND AGRICULTURAL PROVISIONS
A. Small Business Provisions

1. Exclusion of certain indebtedness of small business investment companies from
acquisition indebtedness (sec. 401 of the bill and sec. 514 of the Code)

Present Law

In general, an organization that is otherwise exempt from Federal income tax 1s taxed on
income from a trade or business that is unrelated to the organization’s exempt purposes. Certain
types of income, such as rents, royalties, dividends, and interest, generally are excluded from
unrelated business taxable income except when such income is derived from “debt-financed
property.” Debt-financed property generally means any property that is held to produce income
and with respect to which there is acquisition indebtedness at any time during the taxable year.

In general, income of a tax-exempt organization that is produced by debt-financed
property is treated as unrelated business income in proportion to the acquisition indebtedness on
the income -producing property. Acquisition indebtedness generally means the amount of unpaid
indebtedness incurred by an organization to acquire or improve the property and indebtedness
that would not have been incurred but for the acquisition or improvement of the property.*'’
Acquisition indebtedness does not include, however, (1) certain indebtedness incurred in the
performance or exercise of a purpose or function constituting the basis of the organization’s
exemption, (2) obligations to pay certain types of annuities, (3) an obligation, to the extent it is
insured by the Federal Housing Administration, to finance the purchase, rehabilitation, or
construction of housing for low and moderate income persons, or (4) indebtedness incurred by
certain qualified organizations to acquire or improve real property. An extension, renewal, or
refinancing of an obligation evidencing a pre-existing indebtedness is not treated as the creation
of a new indebtedness.

House Bill
No provision.

Senate Amendment

The Senate amendment provision modifies the debt-financed property provisions by
excluding from the definition of acquisition indebtedness any indebtedness incurred by a small
business investment company licensed under the Small Business Investment Act of 1958 that is
evidenced by a debenture (1) issued by such company under section 303(a) of said Act, or (2)
held or guaranteed by the Small Business Administration.

317 Special rules apply in the case of an exempt organization that owns a partnership
interest in a partnership that holds debt-financed income -producing property. An exempt
organization’s share of partnership income that is derived from such debt-financed property
generally is taxed as debt-financed income unless an exception provides otherwise.
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Effective date.—The Senate amendment provision applies to debt incurred after December
31, 2002, by a small business investment company described in the provision, with respect to
property acquired by such company after such date.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

2. Repeal of occupational taxes relating to distilled spirits, wine, and beer
(sec. 402 of the Senate amendment and secs. 5081, 5091, 5111, 5121, 5131, and 5276 of the
Code)

Present Law

Under present law, special occupational taxes are imposed on producers and others
engaged in the marketing of distilled spirits, wine, and beer. These excise taxes are imposed as
part of a broader Federal tax and regulatory engine governing the production and marketing of
alcoholic beverages. The special occupational taxes are payable annually, on July 1 of each year.
The present tax rates are as follows:

Producers®':
Distilled spirits and wines (sec. 5081) $1,000 per year, per premise
Brewers (sec. 5091) $1,000 per year, per premise
Wholesale dealers (sec. 5111):

Liquors, wines, or beer $500 per year

Retail dealers (sec. 5121):

Liquors, wines, or beer $250 per year
Nonbeverage use of distilled spirits (sec. 5131): $500 per year
Industrial use of distilled spirits (sec. 5276): $250 per year

House Bill

No provision.

Senate Amendment

The special occupational taxes on producers and marketers of alcoholic beverages are
repealed. The recordkeeping and inspection authorities applicable to wholesalers and retailers
are retained. For purposes of the recordkeeping requirements for wholesale and retail liquor

318 A reduced rate of tax in the amount of $500.00 is imposed on small proprietors (secs.
5081(b) and 5091(b)).
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dealers, the provision provides a rebuttable presumption that a person who sells, or offers for
sale, distilled spirits, wine, or beer, in quantities of 20 wine gallons or more to the same person at
the same time is engaged in the business of a wholesale dealer in liquors or a wholesale dealer in
beer. In addition, the provision retains present-law in that it continues to make it unlawful for
any liquor dealer to purchase distilled spirits for resale from any person other than a wholesale
liquor dealer subject to the recordkeeping requirements. Existing general criminal penalties
relating to records and reports apply to wholesalers and retailers who fail to comply with these
requirements.

Effective date.~The Senate amendment provision is effective on July 1, 2003. The
provision does not affect liability for taxes imposed with respect to periods before July 1, 2003.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
3. Custom gunsmiths (sec. 403 of the Senate amendment and sec. 4182 of the Code)
Present Law

The Code imposes an excise tax upon the sale by the manufacturer, producer or importer
of certain firearms and ammunition (sec. 4181). Pistols and revolvers are taxable at 10 percent.
Firearms (other than pistols and revolvers), shells, and cartridges are taxable at 11 percent. The
excise tax for firearms imposed on manufacturers, producers, and importers does not apply to
machine guns and short barreled firearms (sec. 4182(a)). Sales of firearms, pistols, revolvers,
shells and cartridges to the Department of Defense also are exempt from the tax (sec. 4182(b)).

House Bill
No provision.

Senate Amendment

The Senate amendment exempts from the firearms excise tax articles manufactured,
produced, or imported by a person who manufactures, produces, and imports less than 50 of such
articles during the calendar year. Controlled groups are treated as a single person in determining
the 50-article limit.

Effective date.~The Senate amendment provision is effective for articles sold by the
manufacturer, producer, or importer on or before the date the first day of the month beginning at
least two weeks after the date of enactment. No inference is intended from the prospective
effective date of this provision as to the proper treatment of pre-effective date sales.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
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